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FREE initiative has built America. Every pioneer was for 
A himself, and united action was characteristically and 
democratically free. In the same spirit, American bank- 
ing has developed, with each unit detached and independent. 
This, roughly, is the picture of our banking development, in sharp 
contrast to the many other countries where branch banking and 
a central government bank were the traditional and accepted 
trend. 

It is interesting to recall, however, that the course of banking 
in the United States, like the course of true love, never has run 
smooth. To the intimate student of these matters who has delved 
into the lives and activities of Robert Morris, Alexander Hamil- 
ton, the Kentucky pioneers, and others, present tendencies and 
problems are neither unexpected nor appalling. 

When the Bank of North America, our first banking institu- 
tion of a national character, secured its charter from the Conti- 
nental Congress on the last day of December, 1781, the horizon 
of the banking business was more stormy and murky than any 
that we look out upon in these later days. Its founder, Robert 
Morris, financial backer of the revolution, had indefatigably 
persisted in erecting a bank which was not in accord with the 
ideas of Alexander Hamilton, who dreamed a great and almost 
fantastic dream of a hundred-million-dollar bank. Gold sent over 
from France in a frigate flying the flag of Louis XVI and sent 
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down by coach from Boston town supplied capital and enabled 
the new bank to loan and make profits. Fears of a great cen- 
tralized financial octopus swayed the Continental Congress as 
personal greed also later swayed the state legislature; Morris’ 
bank was later driven back and forth across the Delaware River 
in search of a state charter that would not require too large a 
levy of its profits refunded to the state for the privilege of operat- 
ing. 

Hamilton’s dream was in a measure realized in the First 
Bank of the United States, established in 1791, whose charter 
the state banks blocked when it came up for renewal in 1811 
after twenty years of operation. So the banks muddled through 
the period of the War of 1812, with state banks suspending spe- 
cie payments until in 1816 Congress chartered the Second Bank 
of the United States for twenty years. Within a few years, how- 
ever, Old Hickory, who had just been elected to the presidency, 
turned against the Second Bank. There developed a situation in 
which there was a vast expansion of state banks with a period of 
deflation and with a general suspension of specie payments. 

The panic of 1837 is the important schoolbook date that 
symbolizes a long period of floundering in the banking field. 
Hundreds of banks were each issuing a half-dozen or so varieties 
of bank notes, not unlike our manufacturers with their thousands 
of varieties of ax handles and bricks, tires and window sash, prior 
to the simplification of lines only a decade ago. There was such 
a diversity of state bank notes that no one knew what they were 
worth; and in that period of slow transportation, they were be- 
yond control of any kind. 

I scarcely need to recount the well-known steps that have 
been laid from that day to this: the gradual emergence of sound, 
economic banking theories; the establishment of the Subtreasury 
System in 1846 at the time of the Mexican War; the passage of 
the National Bank Act in 1863; and the struggle over various 
banking bills finally resulting in the present Federal Reserve 
System in 1913. It is interesting to note in passing how the piv- 
otal dates in banking correspond to the great war dates in our 
history. 
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I have sketched thus rapidly the course of banking in Ameri- 
ca because like all study of history it gives one perspective and 
a measure of courage in meeting problems today that may seem 
without precedent. 

One of the most noticeable modern tendencies in commercial 
banking is the public’s vastly broadened contact with it. Go 
back to the earliest stages in the development of banking—the 
money-changers of ancient times, the banking business referred 
to in the laws of Justinian, the great banking institutions of Ven- 
ice—and you have relatively few contacts with the public. Even 
a generation ago, here in the United States, only a small percent- 
age of our citizens found any important point of contact with 
and interest in banking. 

But today we are plunging ahead economically and financial- 
ly at a rate unheard of in the history of the nation. Each year we 
produce ninety billions in new wealth. Our more than twenty- 
six thousand banks have accounts with a large proportion of our 
total population. Our investors are numbered in millions, and the 
amount of property and money safeguarded in trust mounts each 
year into even more fantastic figures. In all this development, 
there has been a remarkable increase in the public’s contact with 
the banking system. 

Our banks and our banking system are very much in the 
public eye. The post-war period of deflation and difficulty, which 
swept through the manufacturing, mercantile, and agricultural 
interests of the country, by no means left the banking business 
untouched. And as necessity is still the mother of invention, the 
program which is roughly known as scientific management, which 
has had such remarkable effects in the industrial field, and which 
has been carried into the mercantile field, has also begun to work 
in a fundamental way within the banking business. The bankers 
are interested in better banking as never before, and a program 
of increased liquidity, safety, and profits is sweeping this busi- 
ness. The public also is interested in the banking business as 
never before. The Federal Reserve System has not lacked for 
news space and headlines these past few months. And last but 
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not least, research scholars and scientific minds have focused 
their attention upon the financial atom and electron. 

The banking business has been tardy in its development. It 
has symbolized the old saying of the cobbler’s children going un- 
shod. The banker, in other words, has been so busy advising 
business men on questions of practice and profit that in many 
cases he has overlooked his own opportunities. Consequently, 
bankers may be happy that banking is going to have the benefit 
of all the brains, research, and conservative criticism that this 
highly democratic and critical country of ours can level at it. 
This may be taken to be the master-tendency among modern 
tendencies in commercial banking—a tendency to consider no 
tradition as fixed, no practice beyond reconsideration, no intel- 
ligent or informed person’s opinion or criticism unworthy to be 
heard. 

When you have such a set-up, anything may happen. At the 
rate of increase in American capital and with the tremendous 
broadening and reconstructing of the banking business, we may 
easily see within a few years what may amount to the greatest 
revolution in banking history. 

Obviously, the major and minor problems which come up to 
bankers and bank directors and stockholders during such a 
period of flux are countless. Every day brings new perplexities 
which require the utmost in courage, intelligence, and persist- 
ence in their solution. The business is in a nascent or renascent 
state; this spells tremendous opportunity for those who are most 
able in solving problems, inventing new methods, and carrying 
through reconstructive processes. 

Few men can see far into the future; and few men are in 
complete possession of the facts or in complete control of the 
factors in any business situation. Methods of adjusting business 
to economic changes are far from perfect in every line. The most 
casual student of banking recognizes that the present banking 
situation is far different from anything we have known in the past 
half-century. Economic forces are acting in new ways, as well 
as upon a new scale. Banking has changed in its relation to busi- 
ness enterprise. And our people have adopted the bank as part 
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and parcel of the machinery of living and fortune-building. In- 
stead of the historic tradition of the mortgage on the farm and 
of the thrifty, parsimonious life, people are every day becoming 
more the captains of their own souls and courageously seizing 
upon all the financial possibilities of a fuller life. No longer do 
they think of a bank as merely a safe place to deposit money. 

Bankers, too, have changed. They have learned to relate 
their services more closely to the needs of their customers. They 
have become sales- and advertising-minded. They have learned 
to measure themselves by the needs and wants of their customers 
no less than by the expectations of their stockholders. They have 
applied advertising and new business technique upon an unprece- 
dented scale. They are improving the operating management 
and administrative procedure in their institutions. Their pro- 
gram of co-operation within the profession might well be a model 
for other businesses and professions. 

As to the specific tendencies with which the theoretical or 
practical student of banking may well concern himself, only a few 
will be touched upon here. 

One of the most notable changes in commercial banking in 
the last few years was the drift of corporation financing from 
bonds to stocks. There was a time when new financing was almost 
invariably accompanied by an issue of bonds or mortgages se- 
cured by fixed assets; more recently, we have witnessed a period 
of financing through debenture issues and preferred stocks; and 
in the recent past, we have seen the greatest volume of financing 
by common stocks that has ever taken place. The past two and 
one-half years can leave no question but that the general public 
has, through investing in stocks, purchased for itself an owner- 
ship interest in the future of America. 

This swift and highly modern tendency has required that 
bankers quickly develop sound rules governing common-stock 
securities—new and sure standards by which to determine the 
value of many kinds and classes of stocks. There was a time 
when the market value of a stock had a definite relationship to 
its book value. Today, the relationship of earnings to market 
value seems to govern. The element of management is also a 
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dominating consideration. So the banker must find a method of 
properly appraising the management factor, and is held respon- 
sible even for the restoration of good management where it fails. 

There is nothing new or startling about the statement that 
the Liberty Loans increased the number of American investors 
from hundreds of thousands to millions. This fact, when coupled 
with the drift of interest from bonds to common stocks in recent 
years, presented the banking profession with a lusty and vocifer- 
ous problem—that of controlling stock-market credit. 

It had been held by some that the funds of the country school- 
teacher, the hardware dealer, the dentist, and countless thou- 
sands of others flowed in too large a volume down to the avenue 
of the bulls and bears, the wolves and lambs, for speculation and 
trading on small margins. What, then, were the proper sources of 
funds of the stock market? What was its legitimate place and 
what were its legitimate requirements in business? What were 
the proper methods for the control of stock-market loans? 
“Loans for Corporations and Others” became an important head- 
ing in the statement of brokers’ loans, a topic which engaged the 
attention of thoughtful business men, bankers, and investors. 
The earlier theory of the call-loan market was largely that of an 
outlet for the banks’ temporary surplus, stabilizing bank earn- 
ings by putting otherwise idle capital to a worth-while task at a 
moderate rate of interest. But the United States became a cred- 
itor nation. Leading industrial corporations built up unprece- 
dented surpluses. It became easier and cheaper to sell common 
stock. Instead of the banks loaning to the corporations for their 
current requirements, there was a tendency to loan to the indi- 
vidual investors who buy common stock. The sale of common 
stock by a corporation helped to set up a considerable surplus in 
its treasury; a part of this surplus flowed back into the call-loan 
market and was profitably employed there until needed within 
the trade itself. 

If this cycle could have been restricted to the well-informed, 
bona fide, long-pull investor, all might have been well and our 
banking authorities might not have become aroused. But it was 
difficult to draw a line between investment and pure shoestring 
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speculation. And so a situation developed in which the commer- 
cial banker for a time seemingly lost his key position in the eco- 
nomic structure. However, excessive speculation came to its in- 
evitable conclusion, and stock prices experienced the greatest de- 
cline in our financial history. 

It is not the function of a commercial banker to attempt to 
regulate the stock market; but it is his duty to see that loans on 
stock-exchange collateral do not absorb too large a part of his 
total loanable funds. The principle is the same with any other 
type of loans; namely, that any particular class of loans should 
not absorb too large a proportion of available funds. It was un- 
questionably true in many banks, particularly in our larger insti- 
tutions, that borrowers on stock-exchange collateral had more 
than their fair share of commercial banking funds during 1928 
and the first part of 1929. 

At the present time, we have such additional problems as de- 
termining the banking facilities required to assure safety, serv- 
ice, and adequate profits for communities of various sizes; the 
question of gold imports and gold exports and the proper con- 
traction and expansion of the tremendous credit facilities of the 
country; the problem of bringing efficient bank management to 
every bank whether it be small or large, in city or country; and 
more or less summing up various of these problems, the problem 
today of branch, unit, group, or chain banking. 

Until 1900 there were only sixty branch banks in the United 
States. From 1900 until the present time the number has in- 
creased to over thirty-two hundred. Chain banks, branches, and 
groups have made such headway in various parts of the country 
that in many cities and states bankers are wrestling with the 
problem of the future of the unit bank. 

In this field, as throughout the galleries of business, there 
echo the results of successes already scored in the field of chain 
development. Every banker knows the progress which has been 
registered by chains in the grocery, drug, furniture, and other 
fields. Is there to be a complete change from the long-established 
plan of independent units exercising their own initiative? Is 
every unit bank doomed before the onrush of chain- and branch- 
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banking systems? Or is all this merely a phase of our banking 
development which will awaken the independent bankers to a 
new and sounder culture of their banking methods? 

The past few years have witnessed a growing tendency 
toward consolidation among banking institutions. This move- 
ment also has had its parallel in the industrial and merchandising 
fields. During 1928, there were seven hundred banking consoli- 
dations. These mergers are supposed to be the response of the 
banking business to economic forces that require greater econ- 
omy of operation, greater use of the limited number of thorough- 
ly capable banking executives available, larger reservoirs of 
capital to undertake the larger financial burdens of this newer 
epoch—not to speak of the elimination of wasteful competition. 
Ten of our largest banks alone have combined resources of more 
than ten billion dollars. What a distance we have traveled when 
two hundred and eighty-five banks control 72 per cent of the na- 
tion’s commercial deposits, while the remaining twenty-six-odd 
thousand banks have only 28 per cent of our deposits! And the 
movement goes on at an ever increasing rate, augmented by the 
passage of the McFadden Act in 1927, which permits national 
banks to consolidate. 

In order to offer a wider range of services, many of these 
mergers have brought together specialized institutions which 
formerly were devoted exclusively to commercial banking, to 
trust business, or to investment banking. Smaller institutions 
are rounding out their facilities through the organization of in- 
vestment and trust departments. So the bank of the present and 
the future tends to become a department store of finance. 


SCIENTIFIC BANK MANAGEMENT 


Last March there assembled in Chicago more than twelve 
hundred bankers who devoted two long and strenuous days ex- 
clusively to a discussion of ratios and other standards relating to 
the scientific management of a banking institution. This meeting 
symbolized the new era of scientific operation upon which Ameri- 
can banking is already launched. The example of forty-five hun- 
dred bank failures in the past eight years, the diminishing rates 
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of banking profits in the past two decades, the increased compe- 
tition in banking, have concentrated attention upon an improved 
technique to reduce losses and increase profits. 

The modern banker is no longer content to operate his insti- 
tution in haphazard fashion, approaching the end of the year 
merely hoping for profits. He is aggressively seeking to recast 
his methods of procedure, and to direct his efforts along lines 
which will keep his bank safe and liquid, and at the same time 
give him adequate profits. Uniess the bank is safe and liquid it 
is not a sound institution, and the funds of its depositors are be- 
ing endangered. On the other hand, if it is not profitable, the in- 
terests of stockholders are being overlooked, and it is shallow 
rooted in its expectation of growth. 

Let us briefly examine some of the modern methods in bank 
operation in order to note the evidences of this tendency toward 
scientific management in banking. Formerly, little attempt was 
made to convert the bank’s funds into earning assets on anything 
approaching a scientific basis. If the local demand was heavy, a 
large proportion of the funds went into local loans. Diversifica- 
tion was practically ignored. When surplus cash accumulated, 
the bank bought bonds. There was no predetermined course of 
procedure followed—little in the way of adequate reserves main- 
tained. 

Nowadays, we find policies laid down for the conversion of 
funds which consider liquidity and profits, with proper diversifi- 
cation of risk and adequate income. 

Careful analysis is being undertaken to determine the proper 
amount to be invested in fixed assets, primary and secondary re- 
serves, the securities account, and loans and discounts. Out of 
this there develops a well-balanced financial program. 

Present loan-administration methods show striking depar- 
tures from the procedure followed in years past. The so-called 
“character loan,” based upon a banker’s personal opinion of a 
man’s financial responsibility without supplementary informa- 
tion, is rapidly disappearing. Loans are based upon scientific 
credit analysis coupled with a better knowledge of the use to 
which the funds are to be put. This involves a knowledge of the 
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problems of various lines of business on the part of the bank offi- 
cers. Financial statements for unsecured loans of five hundred 
dollars or more are coming to be required in most banks. Loans 
are diversified according to the nature of the borrower’s business, 
the security offered, and the type of borrower. Loans for use in 
the capital structure of business concerns are avoided. The turn- 
over of loan lines is being studied in order to determine the de- 
gree of liquidity which exists. Credit studies are making avail- 
able a wealth of information. Statement analysis has developed 
standard balance sheet and operating ratios for different lines of 
business which help the loaning officers to more intelligent deci- 
sions and also enable them to make worth-while suggestions to 
customers. 

In the matter of investment securities, banks are showing 
remarkable progress. With the wide public interest in bonds 
which came with the Liberty Loan campaigns, banks have had 
to broaden their knowledge on the subject of investments. With 
the public now in the bond market, banks must supply bonds to 
their customers, and must be able to suggest proper diversifica- 
tion and other factors in building up personal investment inven- 
tories. Increased attention is also being given to the bank’s own 
secondary reserves and securities account. The importance of a 
well-balanced secondary reserve of thoroughly liquid assets, with 
revolving maturities and a fair rate of income, is being increas- 
ingly recognized. 

The trust business has witnessed a great upthrust of activity 
in recent years, and is assuming a more important place in the 
functions of the modern bank. With the prosperity which has 
ruled in this country for the past several years, there is a growing 
demand on the part of people of large means for the type of serv- 
ice which the modern trust company renders. The corporate trust 
business has seen a great development resulting from the ex- 
tremely active stock market which we have witnessed recently. 
All in all, the number of wills filed, executory and living trusts 
negotiated, financial secretaryships created, and corporate trust 
appointments made have grown steadily each year. As a result, 
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commercial banks are entering into the trust field on a scale 
which would not have been thought possible before the war. The 
legislation permitting national banks to operate trust depart- 
ments and granting them perpetual charters has stimulated in- 
terest in trust work on the part of some of the oldest and best- 
known national institutions. The movement is spreading to 
smaller banks and smaller cities, and is likely to increase for 
some time to come. 

Nowhere are bankers displaying more initiative than in the 
improvements in operating methods in their institutions. Our 
leading banks of tomorrow will be operated in as thoroughly a 
scientific manner as any great industrial corporation. Research 
is being trained upon the routine procedure of bank operations 
and is revealing striking contrasts in the methods employed in 
different institutions. Some bankers are lifting their institutions 
out of the rut, while others under the same conditions, sometimes 
operating in the same town or state, are going along in pioneer 
fashion, merely hoping for profits. 

The time is coming when the officers of a bank will analyze 
operating statements, income and expense items, on a far more 
scientific basis than we have ever done in the past. We will ex- 
pect the banker of the future to know whether his gross earnings 
are in line with what his bank should earn, according to predeter- 
mined standards of income and expense. We will expect him to 
accept or challenge his net earnings as satisfactory, or otherwise. 
We will hold him responsible for knowing what his income from 
various sources should be. We will look to him for exact knowl- 
edge of what he should pay for rent, pay-roll, interest, and other 
important items. And we will expect his directors to scan all 
these matters with a sophisticated and exacting eye. 

Personnel administration is a problem of bank management 
which is receiving increasing attention, but which suggests plen- 
ty of room for original thinking. Someone in every bank must 
pass upon the question of whether the organization plan is ade- 
quate, and if not, how to work it out. He must decide how the 
work should be divided between the officers and employees so as 
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to relieve the officers of detail so far as possible; how much salary 
the bank should pay for various kinds of work; and how the effi- 
ciency of employees in various departments should be measured. 
Experience indicates that many banks and business concerns 
could increase their personnel efficiency from 10 to 100 per cent. 

A department of one bank where better personnel manage- 
ment reduced the number of employees by 25 per cent increased 
the salary of those remaining by 15 per cent, and carried the same 
volume of business at a reduction of 18% per cent in operating 
costs. In a number of other banks intelligent personnel adminis- 
tration has accomplished exceptionally gratifying results. One 
large savings department increased the average number of trans- 
actions per employee by 82 4 per cent. One bookkeeping depart- 
ment stepped up its efficiency more than 25 per cent, and another 
51 per cent. A collection department reduced its costs 36.4 per 
cent. A transit department increased the items handled per em- 
ployee 145 per cent. 

The fundamental soundness of American banking may be 
attributed in no small measure to the Federal Reserve System. 
Such a strong and flexible system of credit control has not here- 
tofore been available in the financial structure of any nation. But 
as we consider how recently and through what vicissitudes our 
banking system has come to its present position, we should be 
foolishly optimistic to assume that we have reached the zenith. 
The very essence of our times, economically, is change. With all 
of the changes and tendencies which we have been considering, it 
is only natural that we should look for a reflection of these prob- 
lems in the operation of the Federal Reserve banks. 

From the beginning of our banking system, there have been 
two schools of thought on the subject of financial centralization. 
The Federal Reserve Act represented somewhat of a compro- 
mise, providing for the pooling of credit resources but maintain- 
ing regional control. With the improvements in communication, 
the country is becoming more and more nationalized, however, 
and in the opinion of some students, the Federal Reserve System 
can scarcely avoid some measure of centralization. 
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In its annual report for 1928, the Federal Reserve Board ap- 
parently admitted this fact by stating: ‘The entire credit struc- 
ture ultimately rests upon Federal Reserve credit as a base; the 
Reserve System has a correspondingly broad responsibility.” 

Rediscount rates are presumed to be fixed by the individual 
Federal Reserve banks. Nevertheless, the Federal Reserve 
Board has within the past three years assumed the power to force 
a change in the rediscount rate against the wishes of the directors 
of the local Reserve bank. The Federal Reserve Board has also 
exercised its power of credit control through open-market opera- 
tions, and the buying and selling of bankers’ acceptances. 

The changes which have occurred in the stock market in re- 
cent years have presented important problems in the operation of 
the system. The entrance of corporations, which are not gov- 
erned by banking laws, into the call-loan market has developed a 
source of credit which is extremely difficult, if not impossible, to 
control. The call-loan rate has far outshadowed the rediscount 
rate in importance. Concentration of banking through consoli- 
dations and through group- and branch-banking movements, to 
which we have previously referred, is breaking down regional 
lines and creating real problems in the administration of the sys- 
tem. Through consolidations and other factors, the ranks of 
member banks have been reduced by approximately 1,000 in the 
past five years. Certainly, our Federal Reserve System is experi- 
encing an important evolution. It seems certain that the inherent 
soundness of the system will be retained although there may be 
some modifications in order to meet new problems as they arise. 

One of the most constructive forces in banking is the spirit 
of co-operation among bankers, which has made important prog- 
ress in recent years. American bankers are becoming organized 
everywhere for the improvement of banking practices and meth- 
ods, and much good has already resulted. The American Bankers 
Association, which includes in its membership banks having 
nearly 9o per cent of the banking resources of the country, has 
accomplished very beneficial results in this direction. Through 
its various departments and its specialized commissions and com- 
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mittees, this Association has greatly advanced the banking pro- 
fession. 
OPPORTUNITIES IN BANKING 


The modern tendencies in commercial banking are the mod- 
ern tendencies in business, translated into terms of finance. There 
are the problems of credit expansion and contraction, of banking 
as a service—problems of expense, of scientific management, of 
profit, of co-operation among banks. 

Considering the expansion of the country’s wealth, the alert- 
ness of the banking profession to progress along lines set by re- 
search, and the genuine scarcity of outstanding management 
talent for which there are generous bids in many high places, 
what field could offer greater opportunity to those who can meet 
the rigorous qualifications? 

The interest in banking manifested by our universities and 
our business schools whose research studies along Scientific, busi- 
ness, and sociological lines have had such great influence upon 
progress is indeed gratifying. The universities and the business 
schools are challenged to undertake for banking what they have 
found so eminently worth while for the chemistry of industry 
and for the cost control of groceries, shoestores, and what not. 

We must have more and better bankers. These men obvi- 
ously must have a thorough knowledge of the time-honored fun- 
damentals which years of banking experience have developed. 
But while holding to these old practices and standards, they must 
carry on into something better, with original thinking, with sur- 
veys, research, and the stubborn persistency that meets competi- 
tion and overcomes difficulty. 

These banking leaders of the future, for whom all of us now 
are eagerly searching, will master the technique of banking as 
Demosthenes mastered speech or Rembrandt mastered art. To 
follow the correct bank-management technique will be something 
they will know instinctively, and having become so finished in 
their routine, their minds and abilities will be free to concentrate 
upon long-time tendencies and far-sighted policies. 

We are past the time of pioneering and individualism. We 
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must no longer grope blindly for standards, principles, and prac- 
tices. The billions of dollars involved in this business make it 
both feasible and imperative that everything research can supply 
shall be brought to the economical administration of the banking 
business. And when supplied with this information, we must 
have the original thinkers, the intuitive geniuses, the able and 
unbeatable managers who will develop and attain to the great 
new initiatives that will make new banking history. 
Craic B. HAzLEwoop 








THE BANKS AND THE STOCK 
MARKET CRISIS OF 1929 


HE purpose of the present discussion is to trace the réle 
played by the banks in the stock market crisis of 1929. 


That the crisis gravitated around the banks will probably 
be freely admitted. However, the precise functions which the 
banks were called upon to exercise when the crisis broke are not 
so clear. It is these functions which command attention in the 
present article. 

The tasks suddenly thrust upon the banks in October and 
November of the current year grew out of certain unstable ele- 
ments in the money market of this country, particularly in the 
New York money market. These unstable elements may be clas- 
sified under three headings: (a) The possibility of a sudden 
withdrawal of foreign funds; () The possibility of a withdrawal 
by corporations of the loans to brokers under the heading “loans 
for others”; (c) The possibility of a sudden withdrawal by in- 
terior bankers of funds held for their account in New York. 

Analysis of the first item is handicapped by a lack of any- 
thing approaching adequate statistical measures of the volume 
of foreign funds moving in and out of the New York market. It 
has been generally recognized by bankers that liquid balances in 
New York for the account of foreign interests were extraordina- 
rily large in July and August. Various bankers have testified that 
one of the earliest strains imposed on the New York market was 
the withdrawal of some portion of these liquid balances in Sep- 
tember and October. In part these withdrawals were occasioned 
by the Hatry failures in London. In part they were due to un- 
loading of American stocks by foreign owners who had become 
alarmed by the inflated condition of the American stock market. 
The actual volume of withdrawals is unknown. A possible basis 
for making an estimate may be found in figures reported by the 
New York Stock Exchange of loans under the classification 
“Total Net Borrowings from Private Banks, Brokers, Etc.” This 
item showed declines as indicated by the following table: 
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Total Net Borrowings 


Date from Private Banks, 

Brokers, Etc. 
End of September, 1929 . : : . $1,472,000,000 
End of October, 1929 _ yj. ‘ ‘ : 796,000,000 
End of November, 1929 . : ‘ , 585,000,000 


In only a very loose sense of approximation are these reports 
a measure of withdrawal of foreign funds. However, the figures 
do offer a suggestion of the serious proportion which such with- 
drawals must have reached. As late as December there were 
certain New York banks seriously worried lest a further decline 
of interest rates in New York might lead to further withdrawals 
of funds then in their hands. These bankers dreaded to see the 
early appearance of a discount rate in New York as low as 4 per 
cent and were anxious to see the official call loan rate maintained 
at not less than about 4% per cent. 

It is, of course, not a new phenomenon for banks in one coun- 
try to place liquid funds in another country. However, the mag- 
nitude of this phenomenon is probably greater now than ever 
before, relative to natural world growth of credit. For some 
years France has held an unprecedented volume of funds in Lon- 
don and New York. At times the London balances to the account 
of France have been in excess of the total gold reserve of the 
Bank of England. It has been argued that the freedom of move- 
ment of these liquid balances tends to make unnecessary the ship- 
ment of gold between countries. In actual experience, however, 
the unfavorable aspect of international liquid funds has been 
more impressive than the favorable. One of the earliest instances 
was the 1927 withdrawals of gold from London for the benefit of 
France. London bankers were thrown into serious disturbance at 
the time and an international conference of the governors of cen- 
tral banks was called in order to solve the difficulty. 

Later, the sharp advance of interest rates in New York at- 
tracted these liquid funds from all parts of the world to the 
United States. European countries complained bitterly of the 
drain of capital from their shores in order to feed the flames of 
Wall Street speculation. Just when this situation was becoming 
acute, the stock market crisis of 1929 occurred and funds flowed 
back to the outside world. This time it was the New York money 
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market which was gravely disturbed by sudden withdrawals. 
What conclusion can be drawn relative to the influence of huge 
international liquid balances upon the stability of the interna- 
tional money market? I think the most important conclusion is 
that up to date the existence of such a huge floating supply of in- 
ternational funds has been highly menacing and disturbing. It 
has constituted a perpetual threat of sudden withdrawal of funds 
from one center or another. The huge liquid balances have not 
been brought under centralized control. Not even the central 
banks have been able to subject these funds to control. It is pos- 
sible that the new International Bank will be able to do so, but 
even this institution will probably face some delay in carrying out 
such a program. The seriousness of the problem has for the first 
time been brought home to American bankers by the sudden 
withdrawal of such funds in the early stages of the stock market 
crisis of this year. 

The second source of instability in the money market has 
been loans for others. For some time New York bankers had 
been aware of the danger of sudden withdrawal of these funds 
and leading institutions, including the Federal Reserve, had had 
a plan of action to meet such an emergency. The plan was sub- 
jected to a very severe test in the latter half of October and 
proved adequate to meet the test. Between October 16 and Oc- 
tober 30, brokers’ loans for others decreased $1,411,000,000, 
about 36 per cent. Most of this decrease came during a few days 
in the week ending October 30. The decrease was closely linked 
with the collapse of the stock market in late October. These with- 
drawals thrust a heavy burden on the New York banks, inasmuch 
as they had in large part to take over the loans which had been 
called by outside corporations. 

The motives for such abrupt withdrawals were mixed. In 
part, fear that the funds would become frozen was the stimulus. 
In part the desire to have funds wherewith to buy supposed bar- 
gains in stocks was the decisive factor. In part, the desire to use 
the funds to support the corporations’ own stock was the deter- 
mining factor. Whatever the motive, the “outsiders” displayed a 
disconcerting amount of indifference to the effect of their action 
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on the stability of the money market. There was little evidence 
of a sense of responsibility for maintaining a sound banking situ- 
ation. On the contrary, each private lender engaged in a scram- 
ble to pull his own funds out of the market, regardless of the con- 
sequences to the market. The group listed as “others” virtually 
made a run on the New York banks and brokers. Fortunately the 
New York institutions were able to pay out all requirements and 
to keep the call loan market liquid. 

The withdrawals of “loans for others” continued through 
November and into December, but it was more orderly. The de- 
cline was from $2,443,000,000 on October 30 to $1,884,000,000 
on December 11. What did the outside corporations do with the 
funds withdrawn? In many cases they bought United States 
bonds, partly with a view to window-dressing their financial 
statements over the year-end. In other cases they simply rede- 
posited the funds with their local banks. Deposits at certain in- 
terior city banks increased sharply under this impulse. In still 
other cases they bought stocks at what seemed at the moment to 
be bargain levels. Finally, many of them used the money to peg 
the price of their own stock in the market. This step was not 
from any philanthropic motive but often from the very practical 
motive of saving the fortunes of the executives themselves who 
had a large part of their funds tied up in stocks of their own com- 
panies. 

The third group of interests which pulled funds out of New 
York were the out-of-town banks. Between October 16 and 30, 
these institutions reduced their loans to New York brokers by 
$805,000,000, a reduction of about 44 per cent. This drain con- 
tinued in a more orderly fashion to a low point on November 27, 
at which date the total drop from October 16 amounted to 65 per 
cent. Percentage wise, this was more than the drop in “loans for 
others,” which amounted over the same period to about 49 per 
cent. 

The impact of the strain of all these withdrawals fell on the 
New York banks. In the last week of October the combined with- 
drawals of “others” and of outside banks exceeded two billion 
dollars. In addition there were the unknown amounts of foreign 
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withdrawals. All of these together forced the New York banks to 
increase their own loans more than one billion dollars within a 
period of a few days. This strain they had to meet in addition to 
the strain of carrying their own customers along. 

Some of the New York banks were better prepared for the 
crisis than others. Some came through with greatly enhanced rep- 
utations, some with lessened prestige. But great credit should be 
given to the Federal Reserve authorities for the relief extended 
at critical moments. These authorities had a rather definite plan 
of action prepared in advance and probably were surprised to 
find how closely to the plan actual events compared. Anticipating 
some form of trouble, both Chicago and New York banks got 
pretty well out of debt to the Federal Reserve before the crash 
started. On October 9, rediscounts of New York City banks 
were only $46,000,000; of Chicago banks $45,000,000. Reduc- 
tion to these relatively low points had come about by deliberate 
effort in previous months to get into superbly liquid condition. 

At this point, it may be pertinent to interpose the observa- 
tion that for once the Federal Reserve had luck on their side. 
The crash came long enough after the New York Reserve Bank 
rate was raised from 5 to 6 per cent (August 9, 1929) so that al- 
most no one thought of blaming the Federal Reserve rate advance 
for the stock market crash. Moreover, the crash came after the 
Reserve institutions in New York and Chicago had gotten their 
rediscounts down to nominal amounts. Had it come a few months 
earlier, the strain would have been multiplied acutely. It is not a 
scientific term, but the term which describes these two phases of 
the situation is “lucky breaks.” 

The immediate action taken was to buy “Governments” and 
increase rediscounts. At one crucial point, the banks were faced 
with the necessity of closing the Exchange unless relief could be 
supplied at the opening next morning. After conferences, they 
felt convinced that early next morning the Federal Reserve would 
put enough funds into the market to tide the situation over. If 
the history of that midnight tension ever is written in detail, it 
will be a dramatic narrative. The published figures show that 
within a few days’ time the total earning assets of the New York 
Reserve Bank increased about a quarter billion dollars. 
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The part played by the bankers’ pool has not made a very 
good impression on the public. At first this pool gave out the im- 
pression that they were going to stop the panic, since everything 
was fundamentally sound and only technical position was at 
fault. A few days later this reassurance was punctured savagely 
and mercilessly by further violent collapses of the market. Sub- 
sequently the bankers claimed that they never had held out a 
promise to support the market. All that they had promised was 
to try to make the crash “orderly.” The typical stock owner 
would doubtless react: If this is an “orderly” decline, it is hard 
to imagine what any worse decline would be like. 

What did the bankers’ pool do finally to stop the decline? 
They waited until industrial stock prices were, at an average, 
close to 8 times 1929 earnings of such stocks, this being a fairly 
typical earnings ratio level for the bottom of previous comparable 
bear markets. They had already agreed to have their underwrit- 
ing subsidiary corporations stop dumping undigested securities 
on the market. They then persuaded, let us say, the copper mag- 
nates to support copper stocks, the motor magnates to support 
motor stocks, and so on. Each industrial group, with its back to 
the wall, with its executives’ fortunes often at stake, was called 
upon to support the “leaders” among the shares of its group. 
Finally, the bankers themselves agreed to use a certain amount of 
funds, limited it is true but strategic, to throw in support where 
support was needed. Thus was the crash brought to a halt. After 
a collapse of values unprecedented in our history, after times- 
earnings ratios had gotten down to bear market depths, decisive 
support was thrown into the market. It was not ideal procedure, 
it was not very gratifying to the public, but at any rate it did re- 
verse the direction of things at a moment when further decline 
meant utter disaster. 

Some person of shrewd wit has given a definition of a banker 
which, though a bit severe, nevertheless strikes a responsive 
chord. A banker, according to this definition, is a fellow who 
lends you his umbrella when the sun is shining and insists upon 


its return as soon as it starts to rain. 
LIONEL D. EpIr 











INDIVIDUAL AND ESTATE INVESTING 
THROUGH INVESTMENT TRUSTS 


N THIS paper, I shall devote my efforts to a broad considera- 
tion of the institution that has come to be known as the in- 
vestment trust. 

I have seen various recitals and interpretations of the history 
of the movement in Scotland and England. Many do not agree on 
the bare facts of its development, and many of those who do agree 
on its history differ on its interpretation. My understanding of 
its history and my interpretation follow. The institution as we 
know it today had its origin in Scotland about 1885. Attempts to 
start trusts in England were not successful until they enjoyed the 
sponsorship of some of the eminent London banking-houses. 
When one of these notable institutions failed and others became 
embarrassed, the trusts to which they were close were the subject 
of so much suspicion that it was necessary to come before the pub- 
lic with detailed statements of their condition, which included 
lists of investments. About this time, 1894, papers were full of 
editorials insisting on full publication of investment lists. Within 
a year or two this insistence on publication of investment lists 
disappeared and in its place we find great stress laid on proper ac- 
counting. In discussing this a London banker prominent during 
this period made the very interesting comment that in so far as 
disclosure of the true position of the trust was concerned, this 
publication of lists of securities served no useful purpose and only 
invited subterfuge, in that just prior to statement date some fol- 
lowed the practice of selling, on a repurchase agreement or other- 
wise, securities that would not meet the public’s approval, and re- 
placing these by popular issues. The further observation was 
made that many trusts obtained money from the public on the 
strength of a popular investment list, but that the stronger insti- 
tutions did not have to. Many trusts which have since become 
strong still publish lists because of unwillingness to depart from 
tradition. 

It is interesting to note that the Scotch have never published 
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their lists and that in so far as I am aware not a single Scotch 
trust does so today. 

Most of the English investment trusts belong to groups, the 
nucleus of the group being an organization resembling closely, 
but not exactly, our investment banking-houses, the house acting 
as the nucleus and frequently underwriting and selling to its affili- 
ated institutions at a profit. In this way many million pounds 
sterling of securities are absorbed without public offering. On 
public offerings the trusts sometimes occupy the position of mar- 
ket stabilizer during distribution, and this is why in London there 
is no such thing as a syndicate period with an agreed fixed price. 

The next group to experience difficulties was among those op- 
erating in one industry, such as tin, gold, or rubber, and among 
those operating in one country, such as Russia. Outstanding suc- 
cesses have been those operating internationally on the basis of 
widely diversified investments, most of the successful trusts hold- 
ing 500 or more separate investments. There is sound reason for 
this large number of investments and some aspects of this will be 
discussed later. 

AMERICAN NEED EXPRESSED 


So much for English and Scotch history with this instrument 
of finance. Let us now turn to its development in this country 
where it has taken on many unique forms. I once asked an invest- 
ment banker whose house was among the first to become promi- 
nently identified with investment trusts, before these securities 
enjoyed the popularity they do today, what attracted them to the 
investment trust. His reply was that the demand for new securi- 
ties was so great that they found themselves underwriting and 
selling securities at such a price that when viewed in the light of 
risk and return many better purchases could be found among 
those already available. In an endeavor to devise some method 
whereby the public could be given the advantage of the bankers’ 
analysis and experience at a modest profit to the banker, they 
embraced the investment trust as an ideal medium. 

I asked an investment adviser who had formerly been in the 
bond business and who is now identified with an investment trust 
why he left the bond business and why he helped conduct an in- 
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vestment trust. He said that upon analysis of clients lost he 
found he was turning over his clientele about every two years. It 
was hard for him to understand this because he had sold only 
those issues underwritten by the best New York houses. Inquiry 
among his lost clients developed that many had experienced re- 
cessions in the price of their bonds after the syndicate was dis- 
solved, which persuaded them that they had been sold something 
too high priced. This is not to be construed as at all reflecting on 
the sincerity of purpose of the underwriting houses, but comes 
about from time to time owing to change in values during the life 
of the syndicate. I shall endeavor to point out later how the in- 
vestment trust might greatly aid the underwriting banker in this 
regard. 

Once in a while a number of clients would be lost because of a 
bond default, a default which people in the banking business saw 
coming. No one felt charged with the responsibility of following 
the bonds for clients and they could not if they would because of 
lack of organization. This led the bond salesman to set himself up 
as an investment adviser, and some of his wealthy clients paid 
him for advice. It was found a very easy task to advise a man as 
of the moment, but the difficult task was following the develop- 
ments of the advice. This led to the necessity of confining advice 
to a few issues which could be followed and not undertaking to 
advise clients on the wide variety on which they requested com- 
ment. This called for standardizing the investments of clients, 
no easy task. A help to the solution of this problem was found in 
solving another. Even if advice was standardized and an attempt 
made to follow the fortunes of the securities recommended, it was 
always difficult to know to what extent the advice was followed. 
This led to the conclusion that only those accounts in which the 
money and securities were trusteed with a bank would be accept- 
ed, with the bank instructed to follow the advice on the purchase 
and sale of securities, and to follow collection of interest and 
dividends. 

DEVELOPING A PLAN 

After operating along this line for a while and gaining experi- 

ence in this new responsibility, the inadequacy of his equipment 
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dawned on him and the necessity for a larger organization was 
realized. He was convinced that in order to justify the expenses 
of such an organization something would have to be set up that 
would appeal to the rank and file. This problem would, of course, 
be greatly simplified if all the money could be put into one fund 
and clients sold evidences of participation in that fund, and here 
a new problem presented itself, how to meet the varying income, 
expense, and hazard requirements of clients. 

Here was a business man who desired non-taxable accumula- 
tion of capital in the form of appreciation. He also wanted to have 
his estate relieved of the heavy tax burden consequent upon leav- 
ing many different securities subject to inheritance taxes in many 
states. 

Here was a college professor who, because of the nature of his 
employment and available insurance in the event of disability, 
felt his income to be in the nature of bond income and who desired 
that his savings be invested in a manner that would produce fur- 
ther income with possibilities for appreciation. 

Here was a salaried man who, while he could afford to invest 
in accumulation in the form of appreciation, must have high de- 
gree of marketability in whatever form his participation took in 
order that in the event of unemployment either borrowing from 
the bank could be resorted to or securities could be sold without 
too big a sacrifice. 

Then there is the other extreme of the elderly person who de- 
sired surety of income only. 

Advantages to all concerned could be derived from these 
varying demand characteristics in that those who desired surety 
of income would furnish the senior capital which would greatly 
help all concerned if a conservative dividend policy were followed. 

These investment demands could best be met through the is- 
suance of the orthodox bonds, debentures, preferred and common 
stocks, and by advising participation in the fund through the pur- 
chase of one or a combination of these. In this way he could not 
only extend investment service but could meet the needs of all 
classes of his clients. 
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A BANKER’S VIEWPOINT 


I asked the head of a large commercial bank which distributes 
investment trust securities what appealed to him. He said his 
bank had always refused to sell securities or give security advice, 
but that competition compelled him to give consideration to it. 
Other banks extended this service. The bank’s depositors had 
become investors to an extent that might ultimately affect their 
fortunes if not properly guided, and there was a growing feeling 
on the part of the people in his town, fostered by his competitors, 
that a bank which was not prepared to extend this service was not 
a proper institution to act as trustee or executor under a will. 

His directors decided that if they were going to have the re- 
sponsibility for advice they should reap the consequent profit by 
selling the securities. This security department immediately was 
a big income producer, but it was found that every now and then 
one of the old depositors would withdraw, and his loss could fre- 
quently be traced to his having been sold by the bank a “security 
disappointment.” This made the banker extremely suspicious 
that the net profit from the securities department might prove a 
loss to other departments. Investigation proved this to be the 
case. In other words, the commercial banker had as great, if not 
greater, turnover in security clientele than the investment banker 
who became an investment adviser, but the commercial banker 
couldn’t afford it because he lost also a depositor, trust business, 
etc. 

In an attempt to correct this, he covered the same ground as 
the investment adviser and the investment banker and ultimately 
came to the conclusion that the investment trust would meet his 
needs, provided a management could be formed in which suffi- 
cient confidence could be imposed to delegate the responsibility 
for the selection of investments. Careful study convinced him 
that neither his nor any other bank could afford to set up the nec- 
essary organization unless it could obtain the co-operation of 
others. He finally came to the conclusion that by selling the se- 
curities of one of the big outstanding investment trusts, he would 
be in effect co-operating with commercial and investment bankers 
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and investment advisers all over the country in the use of this 
organization. 

If the investment trust can be made to meet best the income 
requirements of all classes and if admittedly it can best extend to 
the many the benefits of organization in evaluating and following 
securities, does it not follow that it can be developed into an ideal 
medium for the administration of the security portion of estates? 
Some of our largest banks are now advising that wills be made in 
such form as to permit the administration of the security portions 
of estates in this manner. 


OPERATING PROBLEMS 


I have described these cases at length because they are fun- 
damental and point out conclusively that the popularity of invest- 
ment trusts is based on a desire on the part of the public for in- 
vestment guidance. This desire should be in no way curtailed, 
because it is based on an economic necessity and a fundamental 
need. It is equally true that neither should this power be abused. 

A discussion of the problems confronting investment trust 
operators will indicate some potentialities for disappointment. 

Because the word “trust” in this country has certain legal 
meanings foreign to the word in England and Scotland, where the 
type of investing known as “investment trust” came into being, 
many companies have eliminated the word trust from their cor- 
porate titles and called themselves “investment companies” or 
“security corporations.” This makes it no longer possible to dis- 
tinguish the character of its operation from the title. In fact it 
was not previously possible because some companies used the 
word trust in this country when they were not trusts at all in the 
Scotch and English sense. Some of these companies say frankly 
in their circulars that they are put together for speculation and 
that the managers may deal with the corporation as principals, 
but for the most part public confidence is invited on the basis of 
providing a form of investment service in their securities. Now 
let us see what are the problems of an organization that goes to 
the public on this basis. 

First, the policy of operation must be established in order 
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that the character of the organization required may be deter- 
mined. Are they going to invest wholly in bonds or common 
stocks or a combination of the two? If a combination of the two, 
what is going to determine the division? Will they confine them- 
selves to the New York Stock Exchange, or will they invest in se- 
curities with a high degree of marketability, or will they take 
higher yield, non-marketable securities? Will they operate only 
in the United States, or will they invest abroad also? Will they 
confine themselves to a few securities, holding fairly large blocks, 
or will they hold a large number widely diversified as to industry, 
class, and country? Do they propose to invest only in one indus- 
try, say the public utilities or railroads? Or do they propose to 
invest only in industrials and hold a few securities or many? Do 
they frankly propose to speculate and sell short? Will they issue 
debentures or bonds and borrow from the banks and to what 
amount? All of these questions and many more must be answered 
and the organization must be built up accordingly if the enter- 
prise is to be successful. 

The manner in which it is proposed to meet these questions 
and the carrying out of their corresponding policy is very impor- 
tant, as it will determine the probable immediate success and the 
perpetuity of the institution. 


PRIME OBJECTIVES 


No attempt will be made here to discuss the problems of or- 
ganization inherent in meeting all these questions. An attempt 
will be made to show the limitations of organizations of various 
types and in order that we may have some yardstick to determine 
the extent to which those organizations function, it might be 
pointed out that an ideal investment of the investment trust type 
should meet the following requirements: 

Safety as to principal, and in being safe as to principal there 
should be no loss of market value during periods of security de- 
pression in this country, so that it might be sold at all times for at 
least its cost. 

Income from the investment should have some regard for 
change in purchasing power of money, giving a higher yield when 
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purchasing power is low. I do not say giving a lower yield when 
purchasing power is high, because our ideal investment will make 
this unnecessary by giving us constant appreciation in principal 
value and increase in income. 

The owner should not have to be concerned with the problem 
of following his investment or of reinvesting, and the investment 
should be of such a character that an estate will not be embar- 
rassed by it after death, and its holding should reduce inheritance 
taxes to a minimum. 

I not only do not regard this as impossible, but my experience 
indicates that certain types of institutions are fast approaching 
this ideal. 

FORMS OF ORGANIZATION 

The organization requiring the least overhead is perhaps that 
confining its operations to listed securities on the New York Stock 
Exchange. All the principal financial statistical organizations 
whose services are procurable for a fee are available to advise on 
purchases of this character. It must be remembered, however, 
that the easiest problem in investing is that of selection, while the 
most difficult is that of following, and that no general outside 
service is available to this end. We hear a great deal of discussion 
of when to buy and when to sell. If an institution has money com- 
ing in all the time, and call money is normal, it cannot remain un- 
invested long, and if its operations are confined to one country 
these investments must frequently be made, knowing that a pe- 
riod of depreciation must be contemplated and dependence must 
be placed on the growth of the country to restore value of prin- 
cipal and earning power. There are those who advocate holding 
few securities, endeavoring to appraise values ahead of the pub- 
lic, concentrating their buying power on these securities, and by 
reducing the floating supply driving prices up until public inter- 
est is aroused, and then liquidating. This is not difficult if a well- 
known company’s stock is selected. These operations are greatly 
helped by scaring a minority management into purchasing in the 
open market to retain control of the company. The greatest aid 
is a generally rising market, but if and when this market turns 
and starts on a long decline, this type of operation will become 
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much more difficult of execution. Now let us see what kind of an 
organization is necessary to determine values ahead of the public. 

Admittedly we cannot rely solely on those financial advisory 
services serving the public for the obvious reason that once their 
advice is out it is no longer exclusive information upon which we 
alone can act. It is therefore necessary that we either equip our- 
selves to specialize in the evaluation of some group, such as the 
public utilities, or to range over all groups. Some have specialized 
in public utilities and have gathered together a staff of specialists 
because of the great similarity of public utility problems. This is 
not difficult, but when we endeavor to do this for industrials our 
problem becomes much more difficult. It is this difficulty which 
has defeated repeated attempts to build up holding companies of 
the management type in various industrials, the problems from 
industry to industry being so complex and different as to make it 
extremely difficult. All those who have been successful in this 
type of operation make no attempt at building much of an organ- 
ization but depend upon their own evaluation of personnel, and 
usually this means their idea of the ability of the man responsible. 
In this type of operation the personal element perhaps plays the 
largest part and constitutes its principal hazard both in the in- 
vestment company and in its investments. It is the least suscep- 
tible to building into an institution that will perpetuate itself. All 
of these have the hazard of one market and are likely to be in- 
volved in responsibility for management which the last-named 
type will be the least equipped to cope with. They are likely to 
become involved in responsibility for management, because their 
holdings are likely to be so large in a single security as to be al- 
most impossible of liquidation in a declining market except with 
heavy loss. 

THE BEST PLAN 

Now let us take the other extreme, the organization that op- 
erates internationally on the basis of a widely diversified risk. Let 
us assume it elects to invest only in those countries whose govern- 
ments would be regarded as politically stable, that only units 
which could be readily liquidated will be purchased, that bonds 
or shares, whichever prove the best investment, will be purchased, 
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and either industrials, public utilities, rails, municipals, or gov- 
ernments. 

I shall endeavor to show that following this policy we ap- 
proach the closest to an ideal investment possible. 

An institution operating along these lines should invest 
abroad, not primarily for the purpose of increased return, but for 
decreased risk. It should endeavor, in so far as possible, to have 
its money only in those markets and in those groups within those 
markets that are essentially appreciating, and not at the hazard 
of a market whose next broad general movement must be one of 
depreciation. It is interesting to note that while this philosophy 
of investing is well known among the older creditor nations, it is 
new to us because our problems until recently have been those of 
a debtor people. It is not difficult for trained economists to deter- 
mine these things. It would be much more difficult for the econo- 
mist attached to an organization operating in one market, because 
here his problem becomes one of intensity and time, i.e., how high 
or low is the market going and how long will each period last. 

It is obvious that the company operating internationally on 
the basis of a widely diversified risk, assuming it is administered 
by an adequate organization, is running the least risk of depre- 
ciation of its assets. If this be true, it would also follow that it 
might borrow from the banks or through debentures with the 
least possibility of default and that its borrowing ratio to assets 
might safely be of the smallest margin of any of the types dis- 
cussed. This method of operation should give not only least risk 
to the assets of the company but should give greatest stability of 
earning power. It has the great advantage that it can be made in- 
stitutional, in that an investment may be approached through a 
process involving many minds acting in an organized manner and 
is not dependent upon any one or few individuals. Institutions of 
size operating along these lines have also the great advantage of 
perpetuity just as our large life insurance companies have. Mak- 
ing this method of investing institutional is a peculiar contribu- 
tion to the science of bulk-investing by the group known as the 
American Founders group with which I have the honor to be as- 
sociated. 
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INCOME FROM PROFITS 


I understand that while the British were also the first to de- 
velop, on a large scale, the distribution of risk by insurance, we in 
the United States were the first to make it institutional. I believe 
we have made this contribution also to the science of bulk-invest- 
ing. Some of my British friends tell me that their tax laws, which 
tax heavily profits from turnover when they exceed a certain 
amount, have been primarily responsible for their not developing 
an organization to the extent we have done. They do not have the 
incentive constantly to evaluate risk and return in the world- 
markets, moving when better opportunities offer, and conse- 
quently, deriving in some years an abnormal amount of income 
from profits. It is interesting to note that endeavors are being 
made to change this tax situation so as to permit of their going 
ahead along our lines. 

An investment trust operating internationally, endeavoring 
to keep its money employed in those markets offering the best re- 
turn, will inevitably derive a large proportion of its total income 
from profits as a result of this movement. It is entirely conceiv- 
able that this shifting from market to market might within any 
twelvemonth be fairly rapid and result in a very large percentage 
of income being derived from profits. It is of little consequence in 
an institution of this character whether or not the net income is 
derived largely from interest and dividends or largely from prof- 
its, the total net earnings being essentially the important item. It 
would be impracticable for such a company to restrict its own 
dividend payments to the amount derived from interest and divi- 
dends on its investments, as this might conceivably result in a re- 
duction in the company’s dividend rate during a period when its 
total net earnings showed the greatest increase. The significant 
items are the total of the net earnings, the percentage of this total 
paid out in dividends, and the amount carried over to reserves and 
surplus. Certainly so long as these institutions pay out in divi- 
dends substantially less than they earn, they are pursuing a con- 
servative policy regardless of the source from which the earnings 
are derived. 

As this type of organization requires a very large overhead, it 
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is no wonder American Founders is the only one to have attempt- 
ed it. It is only practicable where funds managed are large 
enough to justify a large organization at a low ratio of expense. 
To give you an idea of size of organization required, American 
Founders owns a twelve-story building and occupies eight of the 
twelve floors, employing here and abroad over 300 employees. 


STABILIZING EFFECT 


It is safe to say that had we here in the United States more 
money represented in international investment trusts we would 
not be experiencing today to such a degree the chaotic condition 
now obtaining between the investment and money markets and 
the banks. Much of the superfluous money and credit not re- 
quired for our normal needs would not have been concentrated on 
a comparatively small market until stocks became a commodity 
whose prices had little relation to fundamental earnings, but 
more to the varying supply of money and credit. A sufficient vol- 
ume of money in these international investment trusts would 
long ago have relieved the strain, as they would have helped to 
channel it into other markets where the return was commensurate 
with the risk. I say commensurate with the risk, because this is 
one of the things a properly equipped international investment 
trust can determine, and in offering this service it is extending one 
of its greatest aids to our money market. 

It must be remembered that international investment trusts 
are an inevitable development in a creditor country. The inter- 
national investment trust brings to the buyer of its securities, in 
the smallest town, an opportunity to participate in the maximum 
return, consistent with safety, to be found anywhere in the world. 

But, it might be objected, why should we put our money 
permanently abroad? This query is answered by the internation- 
al investment trust with the reply that since it acquires only high- 
ly marketable securities, purposely, in order that it may readily 
liquidate, thereby keeping its portfolio of investments mobile, its 
money is not permanently abroad, but is always prepared to re- 
turn home when conditions warrant. One of the greatest advan- 
tages of this type of investment trust is that it is not confronted 
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with the problem of how to invest its money during periods of in- 
flation or high prices, because when these conditions obtain at 
home, it moves abroad with its funds; when depression or low 
prices occur in our home markets the money is brought back. 

The amount of new money an investment trust can advan- 
tageously handle will depend upon the size and character of the 
organization and the scope of its operations. 


OTHER ADVANTAGES 


There is one very important and constructive function per- 
formed by the British investment trusts in the London “new is- 
sue” market which deserves mention and which a great many 
well-informed and far-sighted men expect will be performed to an 
increasing extent in New York by our own investment trusts. I 
refer to the fact that the British companies, representing single- 
heartedly the interests of hundreds of thousands of individual in- 
vestors, annually absorb a very substantial percentage of the new 
security offerings in London, and through their enormous com- 
bined purchasing and bargaining power provide a stabilizing 
force between the investing public and the underwriting and dis- 
tributing bankers. The result is that a new offering that is not 
soundly conceived and fairly priced will be declined by the invest- 
ment trust and insurance companies, and is very likely to fail. 
This balance of power between the investment trust companies 
and the insurance companies, on the one hand, and the bankers, 
on the other, creates a sound and desirable situation in the “new 
issue” market, and eliminates some of the undesirable features 
obtaining here. 

A large investment group such as ours has constantly brought 
to it blocks of securities that are so large as to be unmarketable 
without militating against the market in the process and yet not 
large enough to have a voice in the management. It also some- 
times happens that several blocks of this type are offered in the 
same company by parties whose interest is unknown to each 
other, the combined block sometimes representing control. These 
blocks would, of course, be too large to absorb in our general in- 
vestment trust portfolio. In order that we might do something 
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constructive of benefit to our shareholders in situations of this 
kind, we have a holding company, United Founders Corporation, 
which, among its other functions, can handle the assembling prior 
to public offering, which offering might either take the form of 
public financing through investment banking-houses or through 
rights to our own shareholders. Whenever we offer rights to 
shareholders, we remain in the company representing the inter- 
ests of our shareholders. In this way we retain our relationship as 
investment counselors to holders of our securities. 

Another situation has developed that has made our group a 
link between the commercial banker dealing in short-time credits 
and the investment banker dealing in long-time financing. I refer 
to our advent into participations with commercial banks here 
and abroad in the extension of what have come to be known as 
“intermediate credits,” credits too long in time for commercial 
banks and either due to markets or other causes not ripe or long 
enough for normal public financing through investment-banking. 
The difficulty with this type of business heretofore has been that 
there was either a lot offering or none. Where such financing is 
operated jointly by a commercial bank and an institution such as 
ours, the assets are kept working to maximum advantage. It 
must also be remembered that one of the chief advantages of this 
type of financing from the banker’s viewpoint is the stock options 
that usually accompany it. The exercising of these options and 
following the investment can best be done by the investment or- 
ganization. 

Investment trusts are sometimes mistakenly compared in 
their relations to the public with banks and insurance companies. 
Investment trusts cannot accept deposits and therefore have no 
cash demand liabilities to the public such as both of these institu- 
tions have, the banks in their deposits and demand loans. Nor is 
the investment trust a competitor for public funds except in the 
sense that any other kind of security might be. It should be re- 
membered that the great majority of investment trust securities 
are sold by investment bankers or commercial bankers. 

That investment trusts have come to stay there can be no 
doubt. That they are going to perform a sound economic function 
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is equally certain. I requested our economics division to give me 
an estimate of the total amount of money invested in commercial 
banks and the total in insurance companies in order that I might 
compare these totals with the total in investment companies of 
all forms, and the latter figure was so insignificant in comparison 
as to remind one of looking up at the stars at night. The only 
thing startling is the large amount raised in a short period of time. 

An attempt was made a short while ago to list those trusts 
which were poorly sponsored, in that their managers either had no 
experience or lacked good standing. It revealed that the business 
was exceedingly well sponsored. In fact, an investment trust se- 
curity almost has to have good sponsorship to be salable. There 
is also an interesting thing about this sponsorship in that the trust 
is linked so close to its sponsors as to make it practically impos- 
sible for them to evade full responsibility for its performance. In 
fact, failure of the trust would almost inevitably mean failure of 
its sponsors. Low earning power would most certainly have to be 
explained. 

There is no reason for believing that investment trust securi- 
ties as such should be placed in any class apart from those of 
orthodox institutions. Personnel, organization, standards and 
methods of operation, proper accounting, and character and ex- 
tent of resources are the important factors. 

Investment trust operation has developed a technique all its 
own. I have endeavored only to discuss those broad general fea- 
tures which form the backbone of the business. Time does not 
permit me to enter into a more technical discussion of these gen- 
eralities. 

E. STANLEY GLINES 
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HE changes in the structure of finance in the United States 
have been so rapid, and many of them so recent, as to pre- 
clude any mature judgment as to their timeliness or per- 
manence. Such comments, therefore, as may form a part of this 
address are no more than suggestions for further consideration. 

The influences that have been at work throughout the world 
since 1914 have wrought wide structural changes in governments 
and in social and economic life. These may ultimately produce 
the one happy by-product of an otherwise destructive and dis- 
astrous conflict. It remains for history to determine whether the 
results will atone, in some measure at least, for the sacrifices 
which gave them birth. The changes in our own country have 
been sharp and evolutionary—none more so than the changes in 
the field of finance. 

Our discussion will be confined to three phases of the subject, 
i.e., “The Banking Structure” (“Branch Banks and Holding 
Companies”; “The Investment Market and Its Effects”; ““The 
Investment Trust”). Now the primary foundation of the struc- 
ture of finance does not rest upon money or credit, or upon the 
instrumentalities that administer or manipulate these, but upon 
national or state laws that delegate powers and impose limita- 
tions. These legal foundations must be broad enough to support 
a structure remodeled to suit the constantly changing require- 
ments of a progressive development—broad general powers with- 
out too much legislative definition can alone answer the purpose. 
To have less than this is to invite public distrust. To attempt de- 
tailed legislation compels successive amendments, always difficult 
to secure in our legislative bodies, and submerges the element of 
management and administration in a statutory quagmire to the 
detriment of operating instrumentalities and in loss to the coun- 
try. The Federal Reserve Act providentially passed in 1913 pro- 
vides a reasonably broad foundation, and upon it, and because 
of it, our banking structure can adapt itself to the demands that 
are put upon it. The Federal Reserve System is not a central 
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banking organization in the old-world sense. It is composed of 
twelve regional banks and twenty-five branches, largely autono- 
mous in their control in their respective districts, but co-ordi- 
nated through the Federal Reserve Board, in which Board lies 
the power of veto, if action by any one or more regional banks 
should be adverse to the system, and also the power to initiate 
policies for the regional banks in what may be regarded as a na- 
tional emergency. National banks must, and state banks may be 
members. Today nearly nine thousand banks controlling ap- 
proximately 70 per cent of the banking resources of the country 
are members of the system. The members subscribe the capital 
stock. 

As this is not a discussion of the Federal Reserve System, suf- 
fice it to say that its basic foundation is largely as originally 
planned. Its operation has always had its critics. The most un- 
friendly critics have demanded a curtailment of powers, but have 
never dared to advocate the repeal of the law. My own opinion 
is that powers defined by legislation are rigid in character and 
most dangerous in dealing with money and credit. It is able ad- 
ministration that will meet the changing requirements and will 
provide restraint when needed. 

We are concerned that unfriendly criticism should not be 
permitted to destroy public confidence in the Federal Reserve 
System, nor shall the regulations under the Act tend to decrease 
the membership. More members are to be hoped for, but less 
would be a distinct misfortune. 

There are two great groups of banks in this country, one re- 
ceiving its charters and its powers by Federal Act, and the other 
created by the laws of one or another of our forty-eight states. 
The former has always been under the supervision of the control- 
ler of the currency; the other under the established banking au- 
thority of the state from which its charter was received. When 
the Federal Reserve Act was passed, national banks were not 
permitted to establish branches, but if a state bank having 
branches nationalized, or if a national bank bought for purposes 
of merger, a state bank with branches, it was permitted to con- 
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tinue the operation of the branches then owned, but could not 
further extend their number. 

At the same time, however, several states permitted branch 

banking to state chartered institutions and there were in exist- 
ence a number of chains or strings of banks, as they were then 
called—few, however, linked to parent-banks of large capital and 
for the most part serving only country districts. When the Fed- 
eral Reserve Act was passed, national banks were not permitted 
to conduct a savings business, nor did they operate trust depart- 
ments, and in the matter of investment of resources certain types 
of investment permitted to state banks were denied those having 
national charters. It will be readily seen that when the Federal 
Reserve System opened its doors to state banks, these held the 
broader powers, and in order not to invite national banks to sur- 
render their charters and recharter under state law, their powers 
had to be increased. Notwithstanding this situation, it was not 
until February, 1927, that Congress passed the McFadden Act, 
giving national banks the right to establish branches; but even 
the exercise of this power was restricted to the city in which the 
parent-bank was located and then only to be exercised in those 
states where branch banking was permitted under the state law. 
At the time the McFadden Act was passed (I am quoting the 
controller of currency, Mr. Pole) 
145 National Banks were operating a total of 390 branches. On June 3oth, 
1929, about two and a half years later, 164 National Banks were operating 
992 branches, an increase of only 19 banks and 603 branches. When it is con- 
sidered that between 7,500 and 8,000 National Banks were in operation 
during this period, the establishment of 603 branches throughout the whole 
United States must be considered only nominal. At the time of the passage 
of the McFadden Act, the total number of branches of all banks in the 
United States was 2,900 and on June 3oth, 1929, this number had been in- 
creased to 3,440. 

It must be evident that this nominal growth in the scheme of 
branch banking really indicates that the country is still commit- 
ted to that principle of unit banking, under which its past devel- 
opment has been made, and but for another phase, namely, group 
banking, which has suddenly shown great activity, there would 
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be comparatively little interest in the changing banking struc- 
ture or little apprehension as to its ultimate effect on the unit- 
banking system. To overcome the technical restrictions of the 
banking law, there is spreading over the country with great rap- 
idity the organization of holding companies, whose capital stock 
is exchanged for the controlling interest at least in banks with- 
out regard to state lines, or the stock of the holding company is 
sold to the public and the purchase of such controlling interests 
made with the proceeds of the sale. 

The holding companies come under no provision of the bank- 
ing law either state or national, although the banks purchased are 
each subject to national or state supervision. A computation re- 
cently made asserts that there are operating in this country 272 
chains comprising 1,784 banks with total resources of twelve and 
a half billions of doilars. Add to these the banks operating actual 
branches in conformity with existing national and state laws and 
the controller of the currency estimates that “approximately 
6,000 out of 29,000 banking offices are operating under some 
branch banking scheme.” 

Along with the tendency toward branch and group banking 
is that definite policy which has been largely accepted of consoli- 
dation of banking units. This is creating an increasingly large 
number of very strong banking institutions in all parts of the 
United States, and it must be admitted that if branch and group 
banking are to be accepted in this country as the future structure 
these strong centrally located institutions are admirably adapted 
to become the parent-institutions of a branch-bank system or of 
the group, having a call upon able management, amplitude of re- 
sources, and commanding public confidence. It cannot be doubt- 
ed that there exists a strong tendency in this country, as evi- 
denced since the passage of the McFadden Act, toward widening 
the area of operation under strong central control. It is unfortu- 
nate that this movement cannot receive a more liberal sanction 
under banking law, making it unnecessary to skirt around the 
technicalities and introducing as is being done in the group bank 
movement a scramble for associate banks at competitive price 
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and an extension of the movement territorially that may later 
prove an embarrassment if legislation, while broadening the pow- 
ers to operate branches, nevertheless draws narrower territorial 
limits than the present grouping plan has under way. 

Branch banking is not entirely new, as has been indicated by 
the controller in his statement. Group banking is not new except 
that it now involves banks of a different caliber than those for- 
merly, becoming a part of or responsible for chains or strings. 
When the Federal Reserve Act was under discussion those who 
had been most prominently identified with the framing of the 
Act were convinced that branch banking in any form was on the 
decline and that the people of this country would never tolerate 
an extension of the branch-bank idea, as it was operated in Can- 
ada and elsewhere. If we are to observe seriously the present 
trend, we must admit that there has been a great change in bank- 
ing opinion with respect to this matter. Two years ago at the con- 
vention of the American Bankers Association great opposition 
was voiced to branch banking, whereas in the convention that has 
just closed, it was rather commonly conceded that we were on 
the eve of an extraordinary development of this kind. 

The fact that only about fourteen states permit branch bank- 
ing and that the federal law restricts branches, as heretofore 
stated, to the city in which the parent-bank is located, and then 
only in states permitting branch banks, has so narrowed the field 
of extension that unless there is an amendment to the Act expres- 
sion of the desire to extend the control of banking facilities under 
corporate groups throughout or beyond state borders will have to 
come through the medium of the holding company. To whatever 
extent our banking structure may be changed to contemplate op- 
erations removed from a central banking house, I believe we 
would all feel a greater sense of security in a branch-bank system 
rather than a group system. This puts the whole organization 
under supervision, and carries a definite and unlimited responsi- 
bility upon the parent-bank for the operation of all of its banks, 
retains for the security of depositors whatever double liability 
advantages now exist, and is calculated to develop within itself 
the management to conduct the business, however far flung it 
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may be. It has been suggested that Congress has the power to 
broaden the territorial limits now set down by the McFadden 
Act and to authorize national banks to establish branches be- 
yond municipal or even state lines and without regard to the laws 
of the states in which the national-bank branches are established. 
This would seem to be a very radical step, and in all probability 
such legislation would be exceedingly difficult to pass. 

Those states, and there are thirty-four of them, whose laws 
do not contemplate branch banking, could hardly be expected 
to approve of their representatives in Congress voting for a fed- 
eral measure of this character, but it may be that a larger accept- 
ance could be gained for extending the area to what may be popu- 
larly called the metropolitan area of the cities of the country and 
the areas of natural banking influence in other than urban terri- 
tory. If the public has felt a sense of security and freedom from 
financial monopoly by the unit system of banking that has served 
us so well in the past, there would hardly be a willingness to aban- 
don this security for a national system of branch banks. There is, 
however, a distinct advantage in permission to extend operations 
beyond the central banking house and to actually participate in 
the profits and share the losses, if any, incident to the banking 
operations of at least the immediate district in which the parent- 
bank stands as the center of financial influence. 

In the state of Illinois branch banking is prohibited. Two 
years ago the contest on this subject was accomplished by a tre- 
mendous amount of feeling on the part of the institutions in Cook 
County not located within the Loop. Lines of mutual interest are 
being developed in spite of the law. The influence of the central 
banking concerns in Chicago is being extended over the outly- 
ing districts, and in the course of events it would seem that noth- 
ing can prevent such an amendment to state law as will permit 
the legal affiliation of groups of outlying banks with parent- 
banks in the city’s center. To extend this into Chicago’s metro- 
politan area is only one additional step, quite logical and quite 
within the possibilities of the near future. The holding company 
is a matter for more sober consideration. It is unconfined as to 
territory. Its directorate and management is a superpower that 
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may be exercised over the members of the group. We have al- 
ways thought of our banking institutions as in spirit and in facta 
part of each community, continually informed regarding the 
needs of the community and sympathetic toward them. Group 
banking may start out with the expectation of giving large au- 
tonomy of management to the members of the group, but sooner 
or later, if this system of banking should continue, there will have 
to be, as there is in every other business enterprise, an absolute 
center of authority—a single final voice that shall dictate policy, 
and a uniform policy that must be adhered to with little devia- 
tion. 

If group banking, applicable even to its present limited areas, 
is to be encouraged, then it is but a step to consolidate the groups 
now forming into a national group. In anticipation of such action, 
the scramble to put together reasonably related groups of banks 
in bordering states is already under way. Stocks of these institu- 
tions have risen to a point wherein earning power in relation to 
market value represents but a very small return upon the invest- 
ment. Savings in administrative costs are possible to some extent, 
but not enough to counterbalance this overvaluation. Increase 
of resources will help somewhat, for there is no doubt but that in 
territories where bank failures have been numerous confidence is 
re-established by the feeling that the local banks have come under 
the control of a strong banking group that will not permit the 
closing of any member of the group to the detriment of the de- 
positor. Two things, however, have to be safeguarded to the pub- 
lic—one is that banking monopoly within a limited territory or 
within the nation itself shall not be established, and the other 
that the autonomy of management will be such as to permit each 
unit of the group to be as much a part of the community and with 
the same sense of responsibility toward the community develop- 
ment as has been the case under the unit system of banking to 
which we have become accustomed. 

It seems to me that an extension of branch banking through 
the group principle will have to be given the serious attention of 
Congress and of the state legislature with a view to considering 
territorial limitations and to surrounding the movement with the 
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necessary safeguards. My own preference lies strongly in the ex- 
tension of the powers to indulge branch banking with reasonably 
confined areas, until through an acquired experience in this field 
we have come to judge better the extent to which this system may 
be broadened even into a possible nation-wide system of branch 
banking. 

The second part of our subject has to do with the investment 
market. Here the precedents of the past have been overturned, 
public favor has been extended to a different classification of se- 
curities, new values have been created (many of them sound), 
and most of the prophecies with respect to the continuation of 
market activity have failed. Looking backward over recent years, 
it is clearly evident that we little realized the magnitude of our 
wealth—its wide distribution and the influence of high living 
standards upon the power to consume the products of our fac- 
tories and mills—nor did we realize how the tools for mass pro- 
duction in industry have been accumulated during the war years 
and were in shape to supply the needs of people at home and 
abroad with increased resulting profit and with reason to deserve 
public confidence in participation in the capital contribution ac- 
companying this development. In the particular field of indus- 
trial operation under whose auspices we are meeting today and in 
many another industry whose products constitute the necessities 
of life, conditions are present which modify the broad general 
claim of abounding national prosperity, but by and large the case 
is as stated. 

The field for conservative investment had always been in 
bonds and mortgages. The thought of common or equity shares 
was in the minds of comparatively few people. The large investor 
had been accustomed to make purchases in this field but the av- 
erage investor had been taught from a sad experience to avoid this 
class of securities. The result was that the principal business on 
the exchanges of the country ran along on a rather even basis, the 
turnover of a million shares a day on the New York Board repre- 
senting a very satisfactory business and evidencing the normal 
interest of the public in the market. 

In 1925 there appeared a little volume entitled Common 
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Stocks as Long Term Investment, written by Edgar Lawrence 
Smith. In his Introduction Mr. Smith says, **These studies are 
the record of a failure—the failure of facts to sustain a precon- 
ceived theory.” 

Mr. Smith’s impartial computation was of the value of com- 
mon stocks as long-term investments freely discounted by finan- 
cial writers, and in the course of the discussion progressive men 
were led to shift their investments in bonds to the most standard 
of the common stocks, increasing the demand for stocks and in- 
creasing the activity on the exchanges. Prices began to advance 
slowly at first and then more rapidly, and the story of success of 
those earlier investors determined others to enter this same field 
of investment. This demand by the public likewise greatly in- 
creased the underwriting and offerings of new shares. Average 
daily transactions in shares of the New York Stock Exchange 
were: 


1924 $ 954,000 
1925 1,541,000 
1926 1,546,000 
1927 1,859,000 
1928 ‘ ; - : ‘ $ 3,125,000 


and in 1929 this last average has been excelled. The largest turn- 
over for any single day in 1928 was over 8,000,000 shares. The 
large turnover was indicative of the nervous condition of the 
market under pressure. This demand for stocks by the public 
likewise increased the underwritings and offerings of new shares. 
In 1925 these new stock issues were for nine months ending Sep- 
tember 30: 


1925. . : ‘ . . $ 793,000,000 
1926. ; 2 ; ‘ : 933,000,000 
1927. . ; ; F : . 1,038,000,000 
1928 . ; : ; , - 1,395,000,000 
1929. , ; ; : - 5,335,000,000 


which latter figure, of course, included that new group of more 
than $2,000,000,000 of investment trust securities newly issued. 

In previous years it had been the source of considerable com- 
plaint that money to provide for the extension of industry, trans- 








46 THE JOURNAL OF BUSINESS 


portation, and public service had to be provided by bond issues 
until the mortgaging of the properties had reached a percentage 
higher than could be safely indulged. Now suddenly a reversal 
had come, and because of the profits anticipated through an ad- 
vancing market the public felt quite confident to take up the new- 
ly offered shares of all of these groups of operating companies. 
These shares were not bought with the money of the purchasers 
except in part. That group of loans known as broker’s loans 
and the individual collateral loans of the banks themselves were 
greatly increased in this field of operation, interest rates ad- 
vanced, and bank resources fully employed. Consolidation and 
merger succeeded consolidation and merger, some to refinance 
and extend operations, some to sell to the public the holdings of 
the original owners, and these new shares were readily absorbed 
by the public. Corporations, finding it so easy to sell their capi- 
tal stock, sold in excess of their immediate requirements for pur- 
poses of extension and found themselves suddenly possessed of 
surplus funds which ordinarily would have been left with the 
banks, but which, because the price of call money made an at- 
tractive investment for funds, was loaned by corporations and by 
individuals on the call market until the aggregate greatly exceed- 
ed the amounts so offered by the banks out of their own resources 
and contributed to the widening circle of speculation through 
making available funds that were derived from the public pur- 
chase of shares. Prophecy succeeded prophecy that the market 
could not sustain the advance, that market values represented a 
constantly depreciating rate of return and would bring about the 
checking of the advance of the market and the return of invest- 
ment operations to the old stable class of securities, the yield 
upon which was often double the yield upon the market value of 
many of the common shares. 

Of course, the time must come when the public has satiated 
its appetite, and the differential between the cost of borrowed 
money and the yield upon stocks bought will occasion an adjust- 
ment in the daily turnover of shares on the Exchange, and values 
will be brought closer into line with their actual earning power. 
The situation has been somewhat distressing to the banks of the 
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country because funds ordinarily usable as a part of bank re- 
sources have been extracted from that field and loaned directly 
into the market, while at the same time brokers’ and customers’ 
collateral demands upon the banks have steadily increased. This 
condition will in due course correct itself. Whenever the present 
market shall have run its course, whenever the daily turnover of 
shares has been restored to a new normal, whenever the public 
shall cease clamoring for the new issues that are being constantly 
offered, a new stabilization will follow with price levels much 
lower than today’s market but which would have looked exceed- 
ingly high in 1925, justified, however, by reason of our national 
prosperity and the soundness of our financial structure. With 
this stabilization the excessive demand on the call market will 
abate, rates will be restored to more normal levels, and the money 
that has been privately loaned in the call market will in sub- 
stantial part be otherwise invested or returned to the banks for 
deposit, as the time bank rate more nearly approaches the call 
rate than has been the case in the last two years. 

I am willing to believe that this adjustment will come upon us 
without cataclysmic force. We have had our party. It has wrought 
some changes in the financial structure, corporate funds; the 
proceeds of the sales of stock will gradually be absorbed in the le- 
gitimate requirements of business. These corporations will again 
become borrowers for their peak requirements of each year, and 
we shall find ourselves adjusted upon a generally higher level of 
values than at the beginning of the movemnt, with an increase of 
wealth that will be real, and an excess of annual investment in- 
come that applied to the indebtedness upon shares bought on 
credit will with surprising speed return loans of all classes to nor- 
mal volume and establish again in the industrial field and the 
banking field a new and desirable stability. 

The last phase of changing financial structure which we have 
to consider deals with the investment trust. The investment trust 
is not a new device; it is borrowed from abroad, chiefly from 
Great Britain, and adapted to our own peculiar requirements in 
this country in which adaptation it departs from the technical 
understanding of the old-world function and includes trading and 








48 THE JOURNAL OF BUSINESS 


holding companies as supplementary to its operation. In the 
United States this movement is still in the early evolutionary 
stages, but it has reached a stupendous capitalization so rapidly 
that it has already become imperative to examine carefully the 
power as used, lest the menace of miscarriage and failure should 
unsettle our whole national prosperity. These companies issued 
in the month of September, 1929, more than $600,000,000 of 
their own shares, and for the nine months of 1929 last passed 
more than $2,000,000,000. This development is not natural. It 
is doubtful if sound and wise management (a prime requisite to 
success ) can be so quickly assembled for the intelligent and con- 
servative handling of this volume of capital. We have plunged 
into this field with our usual headstrong and impulsive action; 
we are indulging in a fad and have not yet created an institution. 
British investment trusts, notwithstanding their more gradual 
development and sound charter laws, had to go through a drastic 
period of housecleaning and reorganization, and we should now 
undertake to have our housecleaning here at the beginning rather 
than a disastrous experience some years from now. Notwith- 
standing this obvious criticism, the investment trust has come to 
stay. 

With the great increase in the number and character of do- 
mestic securities offered in this country, the large investment in 
foreign securities, and in the unusually rapid development of our 
listed shares and of our market turnover, it may be said that the 
small or moderate investor would be better served by intrusting 
his available funds to an experienced agency than to attempt to 
follow analytically the values of securities miscellaneously pur- 
chased. The investment trust worthy of the name and worthy of 
confidence is and should be an expert organization living and op- 
erating in the field of security values, organized with a personnel 
experienced in handling investments, constantly in touch with the 
trends of the market and with every new development that may 
affect government securities at home and abroad, and corporate 
securities in all of their classifications. The small investor cannot 
possibly follow closely the changes in the prosperity of corpora- 
tions whose securities he may hold. Losses have resulted through 
failure to have this intimate knowledge and to forecast and take 
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advantage of those changes which might suggest increased pur- 
chases of some shares on prompt sale of securities that were be- 
coming undermined. With the increase of the investing power of 
this country and the proper desire of our people to diversify their 
investments over a wide range of securities, the investment trust 
offers a very favorable mechanism, and the profit upon its shares 
may easily exceed the returns that would be made by individual 
investment in miscellaneous securities except in periods when the 
market was subject to rapid speculative advances. 

The great market development of the past four years has 
given rise to the organization of operating pools for the manipu- 
lation of securities. If the investment trust should be used as an 
instrumentality to take over important pool operations, either to 
carry or liquidate them, it would be a subversion of the high pur- 
pose of this phase of our financial structure, in which diversifica- 
tion should be an underlying principle. The trust management 
would, in reality, thus become the controlling factor in important 
sections of entire industries, wherein the burden of direction 
would necessarily fall upon them. We are led to wonder whether 
large trusts, with a number of industrial or utility operations in 
control, can so attune themselves to the necessity of experienced 
industrial and utility operation as to administer wisely their af- 
fairs not in times of universal prosperity but in times when cour- 
age and experience are needed to guide industrial and utility op- 
erations through troubled waters. Personally, I am sure that the 
investment trust, the holding company, and the trading company 
have a continuing place in our financial structure. They must, of 
course, go through the period of incubation; there must be a 
gradual elimination of those incompetently managed, and this 
elimination will undoubtedly cause loss to the public—in the 
same manner that occurs in every new movement that takes 
place in the field of finance and industry. But in due course they 
will settle down to a proved policy, subject to such legal limita- 
tion and regulation as may be wise in the public interest, and will 
gradually add to the safety of our financial operations. In con- 
clusion, the changing banking structure, the merger and consoli- 
dation of industries and utilities and the directing power of these 
held by the investment trusts, will, of necessity, have to come un- 
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der public review and analysis; the legitimacy of operations be 
weighed; the effect of such operations upon the public interest be 
assured to be favorable and the supervision and control be so 
established as to assure those who invest in the sanctity and safe- 
ty of their investments. Whether there shall be disturbance from 
the standpoint of political antagonism and public condemna- 
tion depends entirely upon the wisdom with which management 
guards its step. In this day of large industrial and utility units and 
in the control of these by the investment trust, there has devel- 
oped an interlocking of directorates which may make more diffi- 
cult the operation of the medium-sized business. Directors who 
sit around the table representing the various industries that are 
interrelated have, of course, a distinct advantage in establish- 
ing a policy that will favor their particular related interests as 
against those of the outsider. If the small man is shut out of com- 
petition, if the favors that are exchanged across directors’ tables 
restrict competition and shut out those that have a right at least 
to be heard, public reprisals and political action will inevitably 
follow and the whole field of organization in this structure of 
finance will have to undergo the experience from which we pre- 
viously suffered in this country of drastic regulatory legislation; 
of disillusionment and of infinite injury to security values of all 
the businesses and services thus condemned. 

There never was a time when the business men in control of 
large business had more need to watch the course of his operation, 
his contacts, his interrelations, and his open door. Public senti- 
ment is no longer fearful of the size of business. Governmental 
authority has lost its antagonism in a substantial measure and is 
ready to promote business in all fields. If management is wise, 
thoughtful, broad minded, and public spirited in the character of 
its service and in the recognition of its responsibility to the coun- 
try, there is no reason to expect other than a firm establishment 
of these new forces upon a foundation of continued and increas- 
ing prosperity, and it is to be hoped for the sake of business and 
for the country that this wisdom will be found in all of these new 
groups that are destined to play so great a part in the future weal 
of the United States of America. 

Harry A. WHEELER 














SOME LAWS OF QUANTITY DISCOUNTS. IT 
IV. QUANTITY DISCOUNTS AND BUSINESS ECONOMIES 


NUMBER of economies may be claimed for quantity dis- 
counts, and these alleged economies may, broadly speak- 
ing, be classified under three principal heads for pur- 

poses of discussion, as follows: (a) manufacturing economies; 
(6) selling economies; (c) office, packing, and delivery econ- 
omies. 

A. MANUFACTURING ECONOMIES 

Law X1II.—Quantity discounts, either cumulative or non-cu- 
mulative, tend to effect economy in the manufacturing costs of 
sellers as compared with a one-price system. 

As shown in Section II of this study, and subject to the limita- 
tions already laid down in that and succeeding sections, the tend- 
ency of any system of quantity discounts is to prevent purchasers, 
or certain of them, from dividing their business between two or 
more sellers because of the loss of discounts which such action 
involves. Each purchaser tends to buy his entire requirements 
from a single seller instead of splitting his purchases between 
them, as would be practicable under a one-price system. As a re- 
sult, the orders of any particular purchaser under any system of 
quantity discounts tend to afford a greater volume of business to 
the seller than might be offered to him, were no such system in 
effect.” 

From the larger volume of business theoretically obtainable 
from each buyer under a system of quantity discounts flow cer- 
tain factory economies. These economies would appear to be 

* This is the second instalment of an article in two parts, the first of which ap- 
peared in the October number. 

“This whole proposition of discount was to qualify these small dealers 
throughout the United States for discount. We wanted to increase the consump- 
tion of our goods and it seemed to us that any man would put more effort behind 
his work, if there were some sense of progress in it, and we held out these discount 


terms as an incentive to him.” Bliss ( Vice-President National Biscuit Co.), Record, 
F.T.C.v. National Biscuit Co., Doc. 31, p. 801. 
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found chiefly in the better utilization of plant capacity with a 
resulting decrease in factory overhead and unit costs. There is 
also to be considered possible savings in raw-material purchases 
and in interest and carrying charges on both raw material and 
finished goods. Obviously, the greater the extent to which raw 
material or finished goods pile up in the manufacturer’s ware- 
houses without moving, the greater the investment and carrying 
charges, and the greater the probability that a plant may be 
forced to reduce production. As a rule the reduction of output is 
an expensive process, since, though accompanied by a decrease 
in direct cost, a great proportion of the indirect expenses continue 
to the same extent as formerly, or with only slight reduction. This 
usually results in increasing by a considerable degree the unit 
costs of the manufacturer. On the other hand, when the volume of 
orders is so large and continuous that the factory is operated to 
capacity, it is clear, not only that the indirect expense per unit 
of product tends to fall, but also that the carrying charges upon 
raw and finished stock are greatly decreased.* At the same time, 


*“Tt was the manufacturers or the wholesalers, as the case might be, wish to 
transfer that burden of carrying the stock to retailers, to the retailers’ shoulders, 
that started discounts many years ago... . . That held particularly true of what 
you would refer to, in a general way, as the quantity discount. That came from 
the manufacturer’s wish again to have the retailer carry the stock on his shelves, 
but it was an acknowledgment on his part that an order of sufficient size given to 
him early enough the preceding season could be actually manufactured at a less 
cost than if the retailer should wait until his winter season came on and ordered a 
little each week, as his immediate needs required. There is no question but what in 
approximately 95 per cent of the manufacturing businesses a quantity discount is 
proper, because it does reflect an actual reduction in one of the three component 
parts of manufacturing cost, either raw material, which he may purchase earlier 
and at a time when that raw material is cheaper, if he can in fact anticipate his 
exact needs; secondly, he may be able to utilize labor during idle times, slack times, 
we will say, or at odd seasons where otherwise there would be some loss of the 
labor. The third point is the item of transportation, which in many cases is a 
large item.” Nevins (Vice-President and General Manager Felt and Tarrant Mfg. 
Co.), Record, F.T.C. v. Teetor Adding Machine Co., and eight other cases; Docs. 
355, 361-62, 364-67, 369-70, pp. 121-23. Heard together and filed as Doc. 370 and 
subsequently referred to by that number. 

Q.—“Does the number of machines which an individual purchaser buys have 
any appreciable effect on the manufacturing costs?” A.—‘Yes, sir.” Q.—“To what 
extent is the manufacturing cost affected by volume?” A.—‘‘As a whole, the man- 
ufacturing cost is lessened by volume.” Gookin (General Sales Mgr. Barrett Add- 
ing Machine Co.), ibid., p. 65. 
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the rapidity and steadiness with which the goods are disposed of 
renders it possible for the manufacturer to transact his business 
with smaller capital than he would utilize under other circum- 
stances. 

Since, as indicated in the foregoing, the factory economies due 
to quantity discounts depend largely upon the volume of business, 
which in turn is favorably affected by the exclusive-dealing tend- 
ency found in such discounts, it should apparently follow that 
factory economies would vary with the tendency to exclusive 
dealing and that: 

Law XIII. —The more exclusive the scale of quantity discounts, 
the larger the volume of each buyer’s purchases will tend to be, 
and the greater the tendency to factory economy. 

Again, as shown in the discussion in Section II, a scale of quan- 
tity discounts may be exclusive or non-exclusive. In the former 
case, a purchaser is much less free to divide the business which he 
has to offer, and the inducement to order his total requirements 
from one concern is greater. If the discount scale contains non- 
exclusive zones, it is possible for a purchaser within certain limits 
to divide his business between two, or more than two, sellers with- 
out loss. The less exclusive the discount scale, therefore, the 
greater the chance that a given organization will secure a smaller 
volume of business from each purchaser through the fact that 
the latter may see fit at any time to buy his requirements from 
more than one concern. 

Law XIV .—In general, the tendency of cumulative discounts 
to produce factory economy varies directly, and that of non- 
cumulative discounts inversely, with the length of the cumulative 
period in comparison with the period for which buyers cover their 
requirements under a non-cumulative system; but the cumulative 
system tends to result in a greater degree of such economy than 
the non-cumulative. 

This rule appears to require little discussion since it obviously 
follows from principles already set forth. In the two last preced- 
ing laws an attempt was made to show that the manufacturing 
economy of quantity discounts is dependent upon the exclusive 
dealing tendency of such discounts. Law V in Part I developed 
the theory that the exclusive-dealing tendency of cumulative as 
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compared with non-cumulative discounts depends primarily upon 
the relationship between the length of the cumulative period 
under that system and the period for which buyers would normal- 
ly cover their requirements under a non-cumulative system. In 
other words, if the cumulative period is longer than that for which 
buyers would purchase under a non-cumulative system, the for- 
mer would have a greater tendency to exclusive dealing than the 
latter, and vice versa. 

Law VI and its discussion offered the further conclusion that 
despite the foregoing general tendency the degree of exclusive 
dealing involved in cumulative discounts is for various reasons 
somewhat greater than in the non-cumulative. 

If the principles set forth in these four laws are correct, Law 
XIV follows as a matter of course. For more detailed support of 
it the reader should refer to the discussion of the four laws men- 
tioned. 

B. SELLING ECONOMIES 

Law XV.—The non-cumulative system of quantity discounts 
tends to effect greater economy in the costs of selling than a one- 
price system. 

Savings in selling expense to any manufacturer or distributor 
are based less upon total volume than upon the volume represent- 
ed by individual orders. The larger the individual orders as a 
rule, the lower the sales expenses per unit tend to be even though 
the total volume of business obtained is the same. 

If a manufacturer or distributor sells to all purchasers at the 
same price irrespective of quantity or other considerations, there 
is no inducement for such buyers to increase the size of their in- 
dividual orders in relation to their sales volume. By so doing they 
obtain no better prices and merely involve themselves in addi- 
tional costs for interest and carrying charges. The one-price sys- 
tem therefore offers every incentive to hand-to-mouth buying and 
the smallest possible orders consistent with sales volume. The 
non-cumulative discount system, on the other hand, affords a 
strong incentive to larger orders in comparison with the buyer’s 
sales volume* because of the lower prices obtained, and many 
buyers can and do take advantage of such lower prices to their 


* And even excessive purchases (Law XXII). 
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profit (Sec. V). In so far as this is the case, less selling expense 
per unit is required to produce the same volume of business with 
a non-cumulative discount system than with a one-price system. 

Law XVI.—The non-cumulative discount system tends to ef- 
fect greater economy in the costs of selling than a cumulative 
discount system. 

Discounts under a cumulative system are based, not on the 
size of the individual orders, but on the total volume over a period 
of time. The discount obtained on a total of say 100 units bought 
during such a period is the same regardless of whether the indi- 
vidual orders are for one unit or one hundred. The tendency of 
this system therefore is similar to that of the one-price system and 
the reverse of that of the non-cumulative system in producing 
individual orders of minimum size in comparison with sales vol- 
ume. 

Despite the common tendency of both the cumulative discount 
and one-price system to produce smaller orders than the non- 
cumulative system, it also seems reasonable to conclude that: 

Law XVII.—The cumulative system of quantity discounts 
tends to produce some economy in selling expense as compared 
with a one-price system. 

Owing to the exclusive dealing and full-line forcing tendencies 
of all quantity discount systems as compared with a one-price 
system, the cumulative system should produce a limited and per- 
haps a considerable volume of repeat business without solicita- 
tion which would not be obtained under a one-price system. Al- 
though the size of the individual orders in one case may be no 
larger than in the other, such unsolicited business should result 
in somewhat less selling expense per unit under the cumulative 
discount system. 


C. OFFICE, PACKING, AND DELIVERY ECONOMICS 

Savings resulting from quantity discounts in such items as of- 
fice, packing, and delivery costs depend, like economies in selling 
expense, rather upon the size of individual orders than the total 
volume of business obtained. In consequence reductions in the 
former type of expenses are governed primarily by the same con- 
siderations as those discussed in the preceding subdivision. 

In the case of office expenses large orders involve less cost per 
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unit of product in passing on credit and in the collection of ac- 
counts, and in the time of stenographers and clerks in the billing 
and record-keeping divisions and of bookkeepers in the account- 
ing departments. Similarly in the packing of large orders there 
is economy in the use of containers, paper, excelsior, and other 
packing materials as compared with the packing of smaller or- 
ders." Even greater savings than these are obtained in delivery 
expense on large as compared with small orders when the seller 
has his own delivery system. When rail deliveries are employed 
there is obviously the large saving of C.L. as compared with 
L.C.L. shipments. As explained in the preceding subdivision of 
this section the non-cumulative system tends to produce larger 
individual orders with reference to buyers’ sales volume than does 
either the non-cumulative discount (Law XVI) or one-price sys- 
tem (Law XV) because of the lower resulting prices. Hence it 
may also be concluded that: 

Law XVIII.—The non-cumulative discount system tends to 
effect a greater economy in office, packing, and delivery costs 
than either the cumulative discount or one-price systems. 

In the case of selling economy, it was also pointed out that the 
cumulative discount system tended to reduce sales expense per 
unit in some degree as compared with a one-price system owing 
to a certain volume of unsolicited repeat business resulting from 
the exclusive dealing and full-line forcing tendencies of such dis- 
counts. In so far as office, packing, and delivery costs are con- 
cerned, such unsolicited business effects practically no saving to 
the seller and 

Law XIX —The cumulative discount system does not tend to 
effect greater economy in office, packing, and delivery expenses 
than a one-price system. 


V. EFFECT OF QUANTITY DISCOUNTS UPON PURCHASERS 

An interesting phase of the quantity-discount question is the 
effect of such arrangements upon purchasers. Of first importance, 
perhaps, in this connection in view of the steadily increasing size 
of business organizations are the different ways in which large 
and small buyers are affected. 


“For concrete evidence of the foregoing economies consult Leverett Lyon, 
Hand-to-Mouth Buying, chap. xx, on “Costs of Small Orders.” 
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Law XX.—Any system of quantity discounts either cumula- 
tive or non-cumulative tends to afford relatively greater advan- 
tages to the larger than to the smaller buyers because of the larger 
discounts and lower net prices procured by the former. 

In any industry the larger companies will usually be able to 
buy in larger quantities than will their smaller competitors. Other 
things being equal, therefore, the larger the organization the 
larger the amounts of goods which it can purchase and the larger 
the discounts for quantity which it can procure. These larger 
discounts, by permitting their recipients to sell at lower prices 
than their less fortunate competitors, tend to increase both the 
volume and turnover of the former, thus laying the foundation 
for even larger purchases. Although the foregoing tendency is 
common to both the cumulative and non-cumulative systems of 
discount, the effects of the two systems appear to differ some- 
what. 

Law X XI.—The non-cumulative system of quantity discounts 
is relatively more advantageous to large than to small purchasers, 
while the cumulative system is relatively more advantageous to 
small than to large buyers. 

It is reasonably probable that the greatest advantages from 
non-cumulative quantity discounts will be obtained by those pur- 
chasers: (a) who are not so handicapped by lack of capital that 
they are not financially in a position to take advantage of such 
discounts as are offered, (6) whose sales volume in relation to the 
quantity of goods purchased is such that the interest and other 
carrying charges upon the goods purchased will not eat up the 
discounts obtained through quantity buying. 

A. Under a system of non-cumulative discounts the larger or- 
ganizations not only obtain larger discounts because of their 
larger purchases, but they are in addition in a much better posi- 
tion as a rule to take advantage of the discounts offered to buyers 
of their size than their smaller competitors are to obtain the lesser 
discounts for their lower volume. Thus, although the tendency to 
hand-to-mouth purchasing is increasing in the case of both large 
and small concerns, the latter are compelled by necessity to buy 
in this fashion to a much greater extent and more frequently than 
are larger organizations. 








58 THE JOURNAL OF BUSINESS 


For example, assume that a discount scale provides a discount 
of 5 per cent upon purchases of from $15 to $49, of 10 per cent 
upon $49 to $199, and 15 per cent on $200 up. Likewise, assume 
for a moment X, a small organization which in the course of, say 
six weeks requires from $15 to $29 worth of goods, and Y, a large 
organization with normal requirements for a similar period of 
from $250 to $400. Now, although both these concerns might be 
in a position to buy on a particular single sale a sufficient amount 
of goods to obtain the discount allowed to purchasers of their 
respective classes, it is probably safe to conclude that class Y 
purchasers will be able to take advantage of the 15 per cent dis- 
count much more frequently than class X purchasers will be able 
to take advantage of the 5 per cent discount.° 

In the case of the cumulative discount system the lack of capi- 
tal of the smaller organizations constitutes less of a handicap than 
where a non-cumulative system is in effect. Though their finan- 
cial condition may not permit them to purchase a sufficient quan- 
tity to procure a discount on the non-cumulative basis, they may 
still be able to buy enough to earn the discount during any cumu- 
lative period—and this without hazarding the larger investment 
likely to be required by a non-cumulative system.° 

*Q.—“So your statement is, then, that assuming that a trade discount would be 
taken at the time the sale was made, the man with large capital would, of course, 
buy in as large a quantity as he could afford to do in order to obtain the quantity 
discount on his purchase?” A.—‘Exactly.” 

Q.—‘And that the small man who is not ordinarily able to buy in quantity 
would not be able to qualify for any of the larger discounts, even for the five per 
cent discount ?” A.—‘That is right.” Bliss (Vice-President National Biscuit Co.), 
Record, Doc. 31, op. cit., p. 809. 

“There are a great many individuals engaged in the retailing of merchandise, 
and particularly food products, who are operating on a very small capital, and 
they are obliged, almost, to buy their products from hand to mouth. They would 


Q.—‘Let us take the larger purchaser, the large retailer. Suppose the thirty day 
period were abandoned and he were to receive his discount only upon the amount 
purchased at one time . . . . he would-be able, would he not, to make the pur- 
chase on account of his capital?’ A.—‘“Oh, yes. His capital would enable him to 
make the purchase, yes.” Wiles (Treasurer Loose-Wiles Biscuit Co.), ibid., pp. 
950-51. 
°Q.—*Whereas today the $15 customer does qualify, because you give him the 
aggregate of his month’s purchases; is that correct ?” A.—‘That is correct.” 

Q.—“Therefore it is manifest that so far as all of the small customers who are 
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B. It isa commonplace to say that the larger the quantities of 
goods purchased the larger the investment and carrying charges 
and, other things being equal, the lower the resulting turnover 
and net profit. But the theory of the quantity discounts is based 
to a considerable degree upon inducing larger purchases than 
would be made in the absence of such discounts, with resulting 
savings to the seller in manufacturing and distribution cost 
(Laws XII-XIX). 

In the case of the non-cumulative system there is ample indica- 
tion that such discounts usually tend to involve both large and 
small buyers in somewhat heavier purchases from particular sell- 
ers than would otherwise be made (Secs. I and VI). It is to be ex- 
pected, therefore, that the investment and carrying charges of 
most purchasers will, in consequence, be greater than if no such 
system were in effect. While in absolute terms such costs will be 
greater for large than for small buyers, it is also true that the 
larger buyer can dispose of a larger volume of goods within a 
given period. Though there are doubtless numerous exceptions, 
it seems safe to conclude that the investment and carrying charges 
of the larger buyers are no greater in proportion to sales volume 
than are those of smaller purchasers. The converse of this prop- 
osition, however, that the purchases of smaller buyers under a 
non-cumulative system are no greater in proportion to sales vol- 
ume than are those of larger purchasers may be regarded as at 
least doubtful. In fact, the contrary is probably the case. 

Several reasons may be given for the latter opinion, all pointing 
to the conclusion that the non-cumulative system of discounts 
tends to favor the larger rather than the smaller purchasers. 

In the first place, it is the larger buyers, generally speaking, 
who possess the records which are necessary to permit a proper 
balancing of discount savings against investment and carrying 
charges and prevent purchasing in unprofitable quantities. In 





cash customers are concerned, they would lose their discount unless they were pre- 
pared to buy the full amount of any qualifying sum, say $15, at the time of the 
sale?” A.—“Yes.” 

Q.—‘Do you consider that that would be a material loss to your small custo- 
mers?” A.—“I think it would.” 

Q.—‘Financially ?” A.—“Yes.” Willcoxson (Vice-President Loose-Wiles Bis- 
cuit Co.), ibid., p. 1029. 
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this respect the smaller concerns, and, more particularly, the 
smallest, are frequently at a decided disadvantage. 

Second, owing to the greater discounts obtained by reason of 
their heavier purchases, the larger buyers are able, other things 
being equal, to stimulate sales to a greater extent through price 
reductions than can their smaller competitors. 

Third, some buyers, for example chain stores, are so large 
that the minimum quantity on which the largest discount is allow- 
ed would constitute a lower stock in comparison with sales vol- 
ume than would the minimum quantity on which the smallest 
discount is allowed to a smaller dealer. Speaking generally, 
therefore, the non-cumulative discount may probably be re- 
garded as more favorable to larger dealers from the point of view 
of turnover and net profit, as well as from that of financial re- 
sources. 

Possible advantages of the character described which may ac- 
crue to the larger and stronger organizations under a non-cumula- 
tive system are more or less completely offset when a cumulative 
system is employed. As the discount then relates, not to the vol- 
ume purchased at a particular time, but to the quantity bought 
over a period, the small dealer can purchase in quantities which 
are proportionately as small or smaller with reference to his sales 
than are those of the larger company. The investment and carry- 
ing charges of the smaller dealer with reference to sales volume, 
therefore, should be no greater than those of the larger organiza- 
tion and his net profit equally as high, excluding from considera- 
tion the higher discount obtained by the larger concerns.’ 

In a way the cumulative system apparently recognizes the dis- 

. at present ... . he gets that turnover twice a week and by the end 
of the month he has sold a matter of $45, and has reaped his profit . . . . on top 
of such discount as he may earn, which would probably amount to $6.00 or $7.00 
that he would earn during that month, net profit, on an investment of $5.00; 
while to handle that same quantity of goods on the old plan basis, he would in- 
vest his money, in order to get his discount, probably $45 or S50 worth of goods 
at one time, and have the $50 investment.” Willcoxson, p. 1005. 

Q.—“Do you consider that if the flat rate of discount were the only one allowed 
that it would discriminate against a man who is a buyer in business without much 
capital?” A.—‘Certainly. The small buyer today has an investment of $2.50 per 
delivery and it naturally follows that under a flat system of discount he would 
have to invest $15.” Bush (General Sales Manager National Biscuit Co.), ibid., 
pp. 875-76. 
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advantages of small as compared with large purchasers under a 
non-cumulative system and endeavors to some extent to equalize 
them by using the volume of goods bought over a period of time 
as a basis for discount. 

Law XXII.—The non-cumulative quantity discount tends to 
overload the purchaser but the cumulative discount tends to pre- 
vent overstocking. 

Under a non-cumulative discount system the amount of the 
discount varies directly with the volume purchased at the time 
the sale is made. This type of discount therefore offers a tempting 
incentive to purchasers to buy in excess of their actual require- 
ments as well as a standing argument for the salesman to induce 
them to do so.* In so far as the purchasing function is scientifi- 
cally organized and managed, this is not perhaps a matter of great 
moment, because organizations in this situation can seldom if 
ever be persuaded to overload, quantity discount or no quantity 
discount. On the other hand, many purchasers still do not keep 
accurate records, lack definite information as to interest, carry- 
ing charges, etc., and possess little or no appreciation of the sig- 
nificance of turnover. As a result they are frequently persuaded 
to load up in order to obtain larger discounts, never realizing that 
this procedure may be far from profitable. Or, again, the pur- 
chaser influenced by the discount overestimates his ability to dis- 
pose of the goods and believes the purchase will be profitable.° 

Obviously such overloading may have an undesirable effect 
upon competitors of the seller in addition to proving disadvan- 
tageous to the purchaser. Whenever a buyer is overloaded, the 
period during which such purchaser is normally out of the market 
is lengthened to the extent of the overloading, thereby emphasiz- 

*Q.— “That is, you think the incentive on a flat rate [of discount] is to go and 
sell as much as you can?” A.—‘Always.” Bush, ibid., p. 874. 


°Q.—“. ... You stated ... . Mr. Wiles, that this flat quantity discount on 
single sales had a tendency to cause the average dealer to overbuy. ... . Would 
you say that under the old system of flat quantity discount on single sales the av- 
erage retailer would buy over a thirty day or a sixty day supply ?” A.—Yes, sir; 
he would be very apt to overestimate his ability to sell or distribute those goods. In 
other words he would be attracted and tempted by the flat discount offered him, 
and he would forget what he could do, or rather he would speculate on what he 
could do, and in many instances he would fail in his expectation.” Wiles (Treasurer 
Loose-Wiles Biscuit Co.), ibid., p. 997. 
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ing the exclusive-dealing tendency which exists in the non-cumu- 
lative as well as in the cumulative quantity discount (Law V). 

The cumulative discount system, however, holds out no such 
incentive to overloading as does the non-cumulative system. It 
offers instead a constant inducement to hand-to-mouth purchas- 
ing by affording buyers an opportunity to obtain discounts for 
quantity combined with a minimum of investment and carrying 
charges. Under any such system it appears logical to assume that 
it will be difficult to overload purchasers because, except as the 
cumulative period draws to a close, there is little or no induce- 
ment for the buyer to increase the size of his purchases; the tend- 
ency instead being in the opposite direction—toward the pur- 
chase of the smallest possible quantities.’® It is true that at the 
close of the cumulative period there is some chance of more than 
normal buying by purchasers just below the minimum for dis- 
count in a particular class, in order to bring their purchases up to 
that minimum. (Law II.) This overstocking is doubtless of a 
limited character, however, because very heavy buying at this 
time would tend to reduce the volume of the buyers’ purchases 
during the next succeeding cumulative period with possibly ad- 
verse effect on his later discount. 

From the standpoint of consumers, the tendency of the cumu- 
lative discount to prevent overloading is probably highly advan- 
tageous in the case of perishable commodities or of goods subject 
to appreciable deterioration during comparatively brief periods 
of time. When such commodities are involved, the overloading 
tendencies of the non-cumulative discount frequently result in 
placing inferior, deteriorated, and stale goods in the hands of con- 
sumers. The cumulative system, on the other hand, by tending 
to promote hand-to-mouth purchasing, also tends to place com- 
modities of the character mentioned in the possession of the con- 
sumer in the best possible condition, short of direct delivery to 
such consumers. 

* Q.—“Do I understand that the adoption of this thirty day period, in the opin- 
ion of the managers of your company, tends to prevent the retailer from buying in 
large quantities and overstocking ?” A.—‘Yes, sir, it does. It keeps his purchases 
well within his requirements with absolutely no incentive for him to go beyond 
that.” Wiles, zbid., p. 947. 
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VI. EFFECTS OF QUANTITY DISCOUNTS UPON COMPETITORS 
AND THEIR PRICES 


To appreciate fully the significance of the exclusive dealing 
and full-line forcing tendencies of quantity discounts which have 
been indicated in earlier sections of this study, it is necessary to 
consider the effects of the introduction of discount systems upon 
competitors and more particularly their prices. Fortunately for 
the purpose of this study there is a considerable amount of con- 
crete information available upon this point, and these data fur- 
nish the chief basis for the discussion of this section. 

Law X XIII. —The adoption of a cumulative or non-cumulative 
quantity discount system by one company tends to force com- 
petitors either to adopt a system of equivalent or larger discounts 
or to sell at net prices as low as or lower than those of the dis- 
counting organization after the deduction of the discount. 

The effect of the installation of a quantity discount system is 
much the same as that of a reduction in price in the sense that 
most competitors are obliged to meet it in one form or another. 
Concern X, for example, is selling at a price of $1.00 per unit and 
concern Y is selling at approximately the same figure. Now as- 
suming that X inaugurates a discount of 10 per cent, either cu- 
mulative or non-cumulative, on sales of ro units or more, it is 
unlikely that Y can maintain a price of $1.00 to purchasers of 10 
units or more without suffering some loss of business as a result. 
Although some companies may, despite this fact, refuse to take 
steps to meet this competition"’ such action is usually excep- 

* Q.— ‘Are you familiar with the practice used by many of your competitors of 
giving a ten percent discount on condition that ten machines are purchased within 
a period of one year or two years?” A.—‘Yes, sir; I am familiar with it.” 

Q.—‘Has your company considered adopting a discount plan similar to that ?” 
A.—‘Not favorably, no. We have considered it.” 

Q.—“In considering that question what facts did your investigation bring to 
light?” A.—‘Well, that it was the practice among other companies and we thought 
that it might be desirable to give it for the sake of getting a certain amount of 
business, which we could not obtain without giving it.” 

Q.—‘What effect did you find the use of those contracts for the purchase of ten 
machines, which your competitors use, produced on the customers with whom 


such contracts were made, with regard to confining their sales—or purchases 
rather, to the company with whom they had entered into this ten-machine ar- 
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tional.'* Most concerns will either be forced or feel that they are 
forced to meet this discount through some form of price reduc- 
tion. Such a reduction may of course assume any one of three 
forms: (a) identical discounts with those of competitors’*; (5) 
more liberal discounts than those of competitors; or (c) flat 
prices at least as low as those of competitors after the deduction 
of the discount.’* Which of these three methods will be employed 
and the extent to which competitors will go either in the making 
of more liberal discounts or lower net prices is determined largely 
by: (1) the exclusiveness of the discount scale the competition 





rangement ?” A.—‘It had the effect of confining the business to the company with 
whom they were doing business on that basis.” 

Q.—‘In your experience and observation, to what extent have you found that 
true?” A.—Practically all cases where the purchasing power would be large 
enough to use the quantity of machines. I think it is true in practically every in- 
stance.” 

Q.—‘Where the purchasers’ needs were not in excess of ten machines, would an 
order for ten machines, and an offer of ten per cent discount on condition that that 
number of machines was purchased within a limited period of time, operate to ex- 
clude competitors from that business?”” A.—Without a doubt. In some instances, 
for instance, they would receive an eleventh machine, provided they would pur- 
chase ten, or an equivalent of ten per cent.””’ Gookin (General Sales Manager Bar- 
rett Adding Machine Co.), Record, Doc. 370, op. cit., pp. 61-62. 

* At the time of the adding-machine case the Barrett and Felt Tarrant com- 
panies were apparently the only ones not employing discount systems such as were 
in use by practically all of their competitors. 

* Q.—So far as your knowledge goes, have your salesmen ever found any diffi- 
culty in selling your goods to customers who were attempting to buy enough ma- 
chines from one of your competitors to get the discount ?” A.—‘Yes.” 

Q.—“To what extent has that been true?” A.—‘Well, to the extent that it 
forces us to do likewise, if we wanted to solicit their business.” 

Q.—‘You mean to say that where a customer was getting a discount from one 
of your competitors, you were obliged to give the same discount ?” A.—‘ Yes.” 

Q.—“That is, the same terms?” A.—‘‘Yes, the same terms.” Harris (President 
Accounting Machine Co.), ibid., p. 36. 

A.—“We had to adopt our quantity discounts in order to sell our machines to 
some of these larger companies, who insisted on some sort of an adjustment.” 

Q.—‘Do you mean to say that these discounts were—.” A.—“They were forced 
upon us.” Olson (Secretary Rockford Milling Machine Co.), ibid., p. 111. 

* “With respect to this cumulative discount and this other discount . . . . we 
got into these things because of necessity . . . . our men report to us that they 
work on a prospect . . . . and they are told ‘we like your machine; we would 
like to buy it, but we are getting a discount from the other fellow.’ Well, we either 
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of which must be met, and (2) the demand existing for the goods 
of the particular seller employing the discount scale. 

Law XXIV .—An exclusive discount scale will tend to force 
competitors to sell at more liberal discounts and/or lower net 
prices than a non-exclusive scale. 

As previously explained (Law III), a non-exclusive discount 
scale permits many buyers to split their purchases between two 
or more sellers employing equivalent discounts because such a 
division of business does not involve the purchaser in lesser dis- 
counts and higher prices as a result of this action. Assuming there 
is nothing in the demand situation requiring the purchase of the 
goods of a particular seller (Law XXV), each concern with the 
same discounts as others has a variety of possibilities of procur- 
ing business under a non-exclusive discount scale. In the case of 
those buyers with requirements falling within the exclusive zones 
of the non-exclusive scale (Table II) each seller has an equal 
opportunity with every other seller to procure the total business 
of such buyers either on the first sale of the cumulative period or 
whenever such buyers enter the market under a non-cumulative 
system. With regard to those buyers whose requirements fall 


meet it or we lose the business, and that has been the reason for our having taken 
up this cumulative discount, and also . . . . this other discount whereby any user 
of as many as ten adding and listing machines . . . . is entitled to a discount of 
10% ona purchase of any number of our machines one or more... . it forced 
those of us who were not doing it to line up.” MacLean (Adder Machine Co.), 
Record, Doc. 370, op. cit., pp. 178-79. (Italics the writer’s.) 

Q.—“Well, then, let me ask you this question: Have not all of your competitors 
done either one of two things, adopted a monthly discount plan essentially sim- 
ilar to your own and with the terms equally liberal or more liberal than your 
terms, or else have they not employed some sort of net price which gave the goods 
to the retailer at as low a price as he would get them if he bought them from you 
and got a discount? Now, have they not done either one of those two things as a 
matter of fact?” A.—‘Yes, sir.” Bush, Record, Doc. 31, op. cit., p. 888. 

A.—“. . . . For instance a man is getting ten per cent from the National Bis- 
cuit Company . . . . we would allow him ten per cent to get the remainder of his 
business [outside Philadelphia]. ... . 

Q.—“If a man were buying $50 worth during the calendar month from the Na- 
tional Biscuit Company he would get ten per cent under their system. Then if he 
bought $10 worth from you you would give him 10 per cent on that, would you?” 
A.—‘That is right.” Huber (Vice-President Keebler Weyl Baking Co.), ibid., p. 
1397. 
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within the non-exclusive zones of such a scale, each seller also has 
the opportunity to compete for the total business of each buyer. 
In addition, because of the opportunity afforded certain buyers 
by such a scale to divide their business between two or more 
concerns, each seller also has the opportunity to compete on equal 
terms with others for varying proportions of the business of 
many buyers depending upon their purchases from others. 

Referring to the discount scale in Table II, for example, all sell- 
ers may compete for the total business of buyers in the exclusive 
zones having requirements of from $15 to $29, $50 to $99, and 
$200 to $399 on either the first sale of the cumulative period or 
whenever they purchase under a non-cumulative system. In the 
case of buyers with requirements falling in the non-exclusive 
zones of $30 to $49, $100 to $199, and $400 up, all sellers may 
compete either for the total business of such buyers or for what- 
ever proportion of that business their equivalent discounts will 
allow them to procure in competition with other sellers. Con- 
cerns meeting the competition of non-exclusive discounts scales, 
therefore, may very likely go no farther than the adoption of 
equivalent scales, at least so long as all competing organizations 
are on something like an equal footing with reference to ability to 
procure business. 

When an exclusive instead of a non-exclusive scale of discounts 
is introduced, the ability of sellers with equivalent discounts to 
induce buyers to split their requirements is practically destroyed 
(Law III). Any such division then involves lower discounts on 
either all or part of the buyers requirements, and consequently 
higher prices as compared with buying from a single seller. 
Hence the use of equivalent exclusive discounts limits the com- 
petition of sellers to a struggle for total business only either on 
the first sale of the cumulative period or each time the buyer 
enters the market under a non-cumulative system. 

This inability to divide business on the basis of equivalent 
discounts, which is characteristic of exclusive but not of non-ex- 
clusive scales, constitutes a considerable handicap to other sell- 
ers. Naturally it tends to produce competing scales with dis- 
counts sufficiently liberal to overcome this handicap at least in 
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part. Assuming that seller X adopts an exclusive scale of dis- 
counts such as is shown in Table VI, seller Y, instead of employ- 
ing the same system of discounts, is more than likely to retaliate 
with a scale similar to that also shown in this same table. 

















TABLE VI 
X’s Discount SCALE Y’s Discount ScaLe 
CLASS OF 
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By the introduction of this scale, Y has made it possible for 
certain purchasers to divide their business between himself and 
X without financial disadvantage, but only at the cost of making 
lower prices than X to large classes of purchasers. Class D pur- 
chasers with requirements of from $45 to $59 can buy $30 worth 
of goods from X giving the balance to Y and obtain as favorable 
net prices as though they had purchased exclusively from either. 
Similarly, buyers with requirements of from $180 to $239 can 
divide their purchases on the basis of $120 from X and from $60 
to $119 from Y without sacrificing anything by so doing. To 
accomplish this, however, Y is forced to make lower prices than 
X to all buyers with requirements of from $15 to $29 and from 
$60 to $119. The significance of this lies, of course, in the fact 
that in the absence of any quantity discount the prices of X could 
have been met by Y without the necessity of Y underselling. 

Law X XV —The greater the extent to which demand or other 
factors require the purchase of the goods of a particular seller, 
the greater the tendency for competitors to offer larger discounts 
and lower net prices than such a seller under either a cumulative 
or non-cumulative discount system. 

As previously explained in Law IV, the greater the extent to 
which demand factors compel purchasing from a particular sell- 
er, the greater the tendency to exclusive dealing; and when two or 
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more lines or commodities are involved the greater the tendency 
to full-line forcing (Law IX). Under such conditions, therefore, 
it is not very practicable for competitors to attempt to procure 
business by merely adopting discounts equivalent to those of 
such a seller. Thus, if it is necessary for purchasers to buy a 
certain proportion of X’s goods, a large proportion of such pur- 
chasers will tend to buy all their requirements from him either 
during the cumulative period or whenever they enter the market 
to purchase under a non-cumulative system. Even under a non- 
exclusive system of discounts this will be true of all purchasers 
in the exclusive-dealing zones of each discount class, which, as 
previously explained, extends from the minimum for discount 
in each class to just under twice that minimum (Table IT). With- 
in these limits no buyer can split his purchases between the con- 
cern whose goods must be purchased and a concern using the 
same discount scale without losing money thereby. Competitors 
choosing to employ equivalent discounts therefore must be satis- 
fied with obtaining business only from those purchasers whose 
requirements are sufficiently large to throw them into the non- 
exclusive zones of the discount scale, thus permitting the divi- 
sion of their purchases without loss. 

When the seller whose goods must be purchased is selling two 
or more commodities (which may be combined for discount pur- 
poses ) while a competitor is selling only one, the foregoing condi- 
tion is further aggravated because though the purchaser in any 
discount class may have total requirements for, say, two com- 
modities, equivalent to twice the minimum necessary for dis- 
count, it may still be impossible for him to divide the business 
without incurring a loss.*° 

The probable result of these conditions is that many competi- 
tors will endeavor to procure a certain amount of this exclusive 
business. This they will do by offering larger discounts’® and 
consequently lower prices, such discounts and prices being de- 
signed to compensate buyers in whole or in part for the loss of 


* For explanation, compare Table V in Part I and discussion. 


** Same percentage discount starting with a smaller quantity or larger percent- 
age discount starting with the same or smaller quantity. 
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discounts involved in not purchasing exclusively from the leading 
seller. A comparison of the discount scales at one time employed 
by the National Biscuit Company, the leading producer of bis- 
cuits and crackers, and its then largest competitors, the Loose- 
Wiles and the Iten Biscuit companies, will illustrate this tend- 
ency. 

Assume, for example, a purchaser with requirements for 
$40.00 worth of biscuits and crackers per month, $10.00 worth 
of which are for the National Biscuit Company’s products. If he 
purchases the entire amount of his needs from this company, he 
will procure a discount of 5 per cent on $40.00, or $2.00. If, on the 

TABLE VII 




















NATIONAL Biscurr Co. Loose-Wites Biscurr Co. Iren Biscuit Co. 
bie Percentage iia Per Cent : Per Cent 
Quantity Discount Quantity Discount Quantity Discount 
al | SSP a ° O- 14 ° 
I5— 49..------eeeee 5 I5- 49 5 
50- 99 | 10 | Any 10 
50-199. 10 100-149 10+2$ |(quantity 
{150-199 10+5 
I ce vag eat 15 200 up 15 } 























other hand, he buys $10.00 worth from the National Company 
and $30.00 worth from the Iten Company, he procures no dis- 
count from the former but gets 10 per cent on $30.00 worth from 
the latter, or $3.00, thus giving him a lower net price than if he 
had bought exclusively from the National Company. Or, assum- 
ing that his requirements for National Company goods are $20.00 
worth, the buyer will obtain 5 per cent on $40.00, or $2.00 dis- 
count, by purchasing exclusively from that organization. By 
buying $20.00 worth from each company, however, he will get 
5 per cent on $20.00, or $1.00 discount, from the National Com- 
pany and ro per cent on $20.00 worth, or $2.00, from the Iten 
Company, a total of $3.00 from both. Or take the Loose-Wiles 
scale and assume that a buyer has requirements for $150.00 
worth of goods, $50.00 worth of which are for products of the 
National Company. If the purchaser buys all his requirements 








70 THE JOURNAL OF BUSINESS 


from the National Company, he procures a discount of 10 per 
cent, or $15.00. If he buys $50.00 worth from the National Com- 
pany, he obtains 1o per cent, or $5.00, from that organization 
and ro plus 2.5 per cent from Loose-Wiles on $100.00, or $12.25, 
making a total from the two companies of $17.25 as against 
$15.00 from the National Company.” 

The size and extent of these discounts may show considerable 
variation which inferentially is influenced in part by the desire to 
reach purchasers in particular discount classes. Thus, the Loose- 
Wiles scale in Table VII gave better net prices than those of the 
National Company to all buyers or between $100.00 and $200.00 
worth per month; otherwise the discounts were the same. The 
Iten Company, on the other hand, offered better net prices than 
the National Company only to buyers of under $50.00 worth. It 
is a fair inference, therefore, that the former company was espe- 
cially endeavoring to procure business from the $100.00 to 
$200.00 purchasers, the latter from those under $50.00. 

Some of the tendencies discussed in this concluding section 
may be further illustrated by the discounts of competitors of the 
National Biscuit Company at a time some years ago when that 
organization was employing a discount scale of 5 per cent on 
$15.00, 10 per cent on $50.00, and 15 per cent on $200.00."* At 
that time 49 competitors of the National testified as to their dis- 

" The foregoing comparisons ef course assume that the prices of the Loose- 
Wiles and Iten companies on which the discounts were allowed were no higher 
than those of the National Company. The general sales manager testified on this 
point as follows: 

Q.—‘Is it not true that the price list of the National is the basis on which other 
companies establish their own lists?” A.—‘Yes, but qualifying that, up to a very 
recent period their price lists have always been lower than the National Biscuit 
Company’s.”’ Bush, ibid., pp. 886-87. 

* Q.—“Is it not true that for all companies that have adopted a monthly dis- 
count scheme similar to the one that your company uses that the National Biscuit 
Company’s scale has been the foundation, the basis of arriving at their own scale?” 
A.—To the same extent that our price list has been made the scale.” 

Q.—‘In other words, your selling terms have been followed by your competi- 
tors; the pace has been set by the National. Is not that a fair statement? Is not 
that a necessary conclusion from the fact that the National is the dominant pro- 
ducer in the field?” A.—‘Yes, I believe it would be.” Bush, ibid., p. 887. 
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counts.’® Of this number 42 discount scales may be regarded as 
comparable with those of that company.” 

Only 8 companies gave discounts equal to or poorer® than 
those of the National to all retailers throughout the entire scale. 
Five of these companies were located in one state. Half of the 
total 42 companies compared were giving discounts irrespective 
of quantity on all or part of their business; 17 were giving 10 per 
cent (15 on all business, 2 on part); 2, 5 per cent, and 1, 5 per 
cent and 1o per cent on all business and 1, ro per cent and 15 per 
cent on part. 

Summarizing by discount classes and including the companies 
giving discounts irrespective of quantity, it appears (1) that in 
the 5 per cent on $15 discount class 29 companies gave better** 
discounts than the National (24 on all business and 5 on part); 
10 the same discounts (5 on all business and 5 on part); and 8 
poorer®* discounts (7 on all business and 1 on part); (2) that in 
the ro per cent on $50 discount class 31 companies gave better 
discounts than the National (25 on all business and 6 on part); 
7, the same discounts (1 on all business and 6 on part); and Io, 
poorer discounts (9 on all business and 1 on part); (3) that in 
the 15 per cent on $200 discount class 18 companies gave better 
discounts than the National (17 on all business and 1 on part); 
4, the same (2 on all the business and 2 on part); and 22, poorer 
discounts (20 on all business and 2 on part). 

W.H.S. STEVENS 


* In Doc. 31, op. cit. 

” Excluded from discussion 3 companies selling net, 1 selling to peddlers, 1 
giving 10 per cent to some dealers, 1 allowing 15 per cent to salesmen who allowed 
what they pleased to retailers, and 1 selling to selling agents. 

* Same percentage discount starting with a larger quantity or smaller percent- 
age discount starting with same or larger quantity. 

* Same percentage discount starting with a smaller quantity or larger percent- 
age discount starting with same or smaller quantity. 


* See note 21. 











FORECASTING FINANCIAL PROGRESS FOR 
GOING CONCERNS’ 


I. SCOPE AND OBJECTIVES 


HE technique of analyzing comparative balance sheets 

and statements of income and expense serves directly in 

assisting forecasts of the future financial progress of going 
business concerns.” The business executive, the commercial and 
investment banker, the trade creditor, the bondholder and the 
stockholder use this technique and its product continuously in 
evaluating past financial trends and, on the basis of these trends, 
in estimating the future financial growth or decline of concerns 
in which they are interested. 

While the technique of analysis of comparative financial 
statements is fairly clean cut, it applies largely to historical 
trends; it says little in quantitative form about future financial 
trends. Further, quantitative forecasts of trend are typically 
lacking, save those made by the more progressive business units 
which utilize some formal budgeting system. Bankers and in- 
vestors appear to analyze the past very concretely. They fail, 
too often, to concretely analyze the future. They therefore do 
not fully utilize the data which they have compiled by the anal- 
ysis of comparative balance sheets and statements of income 
and expense. Their forecasts are general, vague and so the 
more likely to err significantly. 

It is the purpose of this article to discuss an experiment in 
forecasting the financial progress, a year in advance, of a going 
commercial concern. This forecast takes the concrete form of 
an estimated balance sheet and of an estimated statement of 

*The writer wishes to acknowledge the advice and assistance of Mr. S. P. 
Meech, who suggested the study, and of Mr. J. H. Cover, who supervised the sta- 
tistical work. 

* The argument is not that the analysis of these comparative financial state- 
ments supplies all the data required for business or investment judgments. Data 


concerning general business conditions, the competitive status of the industry, and 
many other factors must also be considered. 
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income and expense for the calendar year 1928. These esti- 
mates are based: (a) on financial trends revealed by analysis 
of the concern’s previous financial statements over the period 
1918-1927, inclusive; (6) on a review of what the principal 
business forecasting agencies reported concerning the general 
business outlook for the year 1928. 

The contribution of this study, if any, is one of elementary 
method. The utility of several methods of forecasting future 
balance sheets and statements of income and expense is tested 
and their value given tentative appraisal. It is clear that many 
more such experiments will assist development of a hitherto 
scantily considered phase of business and investment forecast- 
ing. Forecasting of this kind will enable more effective use of 
the data developing out of analysis of comparative financial 
statements. 


II. THE DATA USED IN THE EXPERIMENT 


The comparative balance sheets and statements of income 
and expense of the F. W. Woolworth Company, a chain store 
corporation dealing in low-priced merchandise, were taken from 
Moody’s Manuals of Industrial Securities. These statements, 
covering the ten-year period 1918-27, inclusive, were checked 
for mathematical accuracy; they were also checked against 
similar statements reported in the Poor security manuals for pos- 
sible discrepancies. 

In view of the manipulative (no invidious use of the term) 
possibilities of intangible assets, these were deducted from as- 
sets and net worth for the years in which they were reported.* 
They did not seem necessary for our purposes and their disap- 
pearance from the balance sheet in 1924 unnecessarily compli- 
cated the use of historical trends of balance sheet items in fore- 
casting. A like treatment was accorded “Treasury Stock” for the 
same reasons.* In computing trends certain items were combined 
to eliminate, to some extent, the effects of apparently erratic 
fluctuations in the individual items. Thus, “Advances to Foreign 


* They were valued at one dollar after 1924. 


*“Treasury Stock” also disappeared from the balance sheet aftet 1922. 
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Branches,” “Advance Payments,” and “Accrued Interest and 
Dividends” were grouped and added together under “Advances.’” 
So, also were “Securities” and “Mortgages Owned.”® 

A forecast of the financial progress of the Woolworth Com- 
pany was made for the year ending December 31, 1928. This 
forecast, in the form of an estimated balance sheet and state- 
ment of income and expense, was developed in terms of: (a) 
trends revealed by analysis of the financial statements of the 
company for 1918-27; (6) forecasts of general business condi- 
tions for 1928, made by Harvard, Brookmire, Babson, and 
other forecasting agencies. 

The estimated financial statements for 1928 were then 
checked with those actually reported in Moody and Poor. Wide 
discrepancies in the estimate were revised by using methods 
different from those employed in making the original estimate. 
The new estimate was then checked with the actual statements. 


III. THE METHODS OF THE EXPERIMENT 


The estimated financial statements——The estimated and 
actual balance sheets and statements of income and expense of 
the Woolworth Company for the calendar year 1928 are pre- 
sented in Tables I and II. The estimates are the quantitative 
results of our experiment. 

The errors in our estimated financial statements are ex- 
pressed in two ways. First, the dollar differences between esti- 
mated and actual items are stated as percentages of the actual 
items. These percentage errors, for some of the smaller items, 
were found to be very high. Such errors as those of the original 
and final estimates of current liabilities, which are 77.6 and 35 
per cent, respectively, are much less significant when the im- 
portance of the item as a percentage of total capital is consid- 
ered. For this reason a second measure of error was devised. 
The ratios of the estimated individual asset items to the esti- 
mates of total assets were computed as were the ratios of the 
actual individual assets items to actual total assets capital. The 


*See Table I. 
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difference between these corresponding estimated and actual 
ratios were used as measures of the percentages of error in the 
estimated balance sheets. The errors computed in this man- 
ner give consideration to the relative importance of the indi- 
vidual items in the balance sheet. To similarly measure the 
errors in our estimated statement of income and expense, tak- 
ing into account the relative importance of the individual items, 
the ratios of the estimated expense, profit, other income and 
dividend items to estimated sales and of actual values of these 
items to actual sales were computed. The differences between 
the corresponding estimated and actual ratios were used as 
measures of the percentages of error in the estimated state- 
ments of income and expense. 

The sales and total assets estimates—We began by esti- 
mating capital requirements (asset items). We assumed that 
the capital (asset) requirements of a going concern tend to 
vary more or less with the volume of sales. This seems a reason- 
able assumption so long as no revolutionary changes in opera- 
tions occur, e.g., changing from a selling to a manufacturing 
and selling business, changing lines of products, owning rather 
than leasing fixed assets. Other measures of capital require- 
ments might be used, such as total costs and expenses, costs of 
goods, historical trends in assets, price indexes, production in- 
dexes, etc. The hypothesis adopted for this experiment worked 
admirably. 

Our first step, then, in estimating capital (asset) require- 
ments of the Woolworth Company for December 31, 1928, was 
to determine the probable sales of this concern for the calendar 
year 1928.° The actual sales for the period from 1918 to 1927, 
inclusive, when plotted on a graph, showed an upward trend 
characterized by comparatively regular yearly increases. A 

* Dollars sales figures were used. Physical units sold were not reported. De- 
flation or inflation of sales or assets appeared unnecessary. Neither item shows 
much, if any, tendency to fluctuate with wholesale price indexes. Sales prices 


changes are likely to be accompanied by corresponding changes in values of cur- 
rent assets (save cash). 
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straight line was fitted to this data’ (see Chart I) and was pro- 
jected forward one year (1928). The actual sales data show 
very minor deviations from the line of trend fitted. There is 
little significant cycle fluctuation. Nevertheless the publica- 
CHART I 
SALES OF F. W. WooLworTH COMPANY FROM 1918 TO 1927 (SHOWING 
STRAIGHT-LINE TREND PROJECTED FORWARD TO 1928) 





Million 


275 i 





7 quem Seles 


100 —— — Straightline Trend 
- 1928 Estimate 








. oe oe oe ae ee ee ee ee 


1918 1919 1920 1921 1922 1923 1924 1925 1926 1927 1928 





tions of various forecasting services were consulted to discover 
what the experts thought about the trend of general business 
in 1928. Nothing was found to indicate important probable 
changes in general business conditions, however, and the pro- 
jection through 1928 of the sales trend of the preceding ten- 

"The trend line was fitted by the method of least squares. Cf. Chaddock, 


Principles and Methods of Statistics, for technical explanations of the various sta- 
tistical methods used in this study. 














TABLE I 


CALENDAR YEAR, 1928* 
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year period was adopted as a satisfactory estimate of probable 
1928 sales. It proved to be within 1.10 per cent of the actual 
sales for 1928 (see Table I). 

Since capital requirements, by hypothesis, vary with the 
volume of sales, it was believed that the ratios of capital to 
sales for the period 1918-27 would afford a satisfactory basis 
for an estimate of total assets as of December 31, 1928. Ac- 
cordingly the ratios of total capital (assets) to sales were com- 


ESTIMATED AND ACTUAL STATEMENTS OF INCOME AND EXPENSE OF 
THE F. W. WooLWorTH COMPANY FOR THE 
































1928 1928 1928 
Original Final Actual 
Estimate Estimate 
Seles....... er aye $287, 318,720 
Operating expenses, 
taxes, etc 265 823,756] 265,823,756] 264,388,612 
Operating profit I$ 24,852,850/$ 24,852,850/$ 22,930,108 
Other income. . . | 8,025,728) 11,772,403} 12,455,498 
| 
Balance for divi- 
dends. ...-|$ 32,878,578/$ 36,625,253/$ 35,385,606 
Common dividends. . 19,500,000} 19,500,000] 19,500,000 
Balance to surplus . |$ 13,378,578/$ 17,125,253|$ 15,885,606 
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under actual figures 





* Plus sign indicates excess of estimated over actual figures; minus sign means deficit of estimated 


puted for each year of the period covered by the data. These 
ratios, when plotted on a graph (see Chart II), indicated that 
total assets were more subject to cyclical movements in general 
business than sales. Furthermore, the ratios showed an upward 
trend, indicating that capital requirements tend to increase more 
than in proportion to the increase in sales. Nevertheless, the 
well-defined upward trend in the ratio-curve suggested its pro- 
jection to December 31, 1928, to ascertain the probable ratio 
of total assets to estimated sales for 1928. 

In order to eliminate the effect of the abnormal post-war 
years, 1919-21, to base the 1928 estimate of total capital on the 
more normal business period which began in 1922, a straight- 
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line trend was fitted to the capital-sales ratio-curve, for the 
period 1922-27, inclusive, on both the arithmetic and the log- 
arithmic scales. The projection of the line of trend fitted to the 
logarithms of the data was selected as the better estimate of the 


CHART II 


Ratios oF ToTaL CAPITAL TO SALES FOR F. W. WooLwortTH CoMPANY 
FROM 1918 TO 1927 (SHOWING STRAIGHT-LINE TREND 
PROJECTED FORWARD TO 1928) 
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ratio of capital to estimated sales for 1928. The deviations of 
the actual data from this line were not as great as the deviations 
from that fitted on the arithmetic scale. 

The projected ratio applied to estimated 1928 sales gave an 
estimated total of assets, as of December 31, 1928, which varied 
from the actual figure by but 0.09 per cent (see Table IT). 
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Estimates of fixed assets —The estimated total of the as- 
sets of the Woolworth Company for December 31, 1928, was 
broken down into estimated totals for each main item on the 
balance sheet. Beginning with fixed assets, we estimated the 
probable investment in real estate and buildings for 1928. The 


TABLE II 


ESTIMATED AND ACTUAL BALANCE SHEETS OF THE F. W. WooLworTH 
CoMPANY FOR DECEMBER 31, 1928* 








Error | Error 


0 0 
Error | Error |Original Final 


1928 1928 of of Esti- | Esti- 
Original Final Actual Original} Final | mate | mate 
Estimate Estimate Esti- Esti- | as Per-| as Per- 

mate mate jcentage centage 
Per- Per- of of 


centage|centage| Total | Total 
Assets | Assets 





Fixed assets 
Real estate, buildings 
(less depreciation) .|$ 46,107,107|$ 46,107,107|$ 50,720,430|— 9.1 |— 9.1 | —3.0 | —3.0 
Securities owned and 
mortgages _receiv- 

















able .............] 23,556,440] 23,556,449] 23,115,882/+ 1.9 |+ 1.9 | +0.2/| +0.2 
Current assets 
Inventory.......... 32,422,069] 34,786,577| 33,118,173|;— 2.1 |+ 5.0 | —o.5 | +1.0 
Cash. mee 21,765,864) 19,263,539) 16,408,180/+32.7 |+17.4 | +3.5 | +1.8 
Accounts receivable 906,911 1,335,017 1,482,192|/-—38.8 |—10.0 | —o.4 | —o.1 
Advances, etc...... 1,587,004 1,296,205 3,062,396|—48.2 |—-57.7 | —1.0, —1.6 
Total current 
assets......../$ 56,681,938/$ 56,681,938/$ 54,070,041/-+ 4.8 |+ 4.8 | +1.7 | 41.7 
Deferred charges...... 27,306,160] 27,306,160} 25,608,821/+ 6.6 |+ 6 +1.1 |) +1.1 
Total assets. $153,651, 654/$153, 651 ,654|$153,516,075| + ©0.09|/+ 0.09].......|....... 
Liabilities and net worth 
Mortgages payable. . 3,611,465 3,611,465 3,551,000/+ 1.7 |+ 1.7 | +0 +o.1 
Current liabilities... . 5,907,339 2,160,664 3,325,107|+77-6 |-35.0 | +1.6| —o.8 
Reserve for employ- 
ee’s benefit fund 100,000 100,000 100,000 ° ° ° ° 
Net worth 
Common stock......| 97,500,000] 97,500,000} 97,500,000 ° ° o |] 6 (oO 
Surplus............| 46,532,850] 50,279,525} 49,059,878|— 5.1 |+ 2.5 | —1.6| +0.8 





Total net worth .|$144 ,032,850/$147,779,525 $146,539,878)— 1.7 |+ 0.8 | —1.7 | +0.8 





Total liabilities! 
and net worth [8#53.65t 654 $153,651, 654|$153,516,075|+ 0.09|/+ 0.09].......|....+-- 




















* Plus sign indicates excess of estimated over actual figures; minus sign means deficit of estimated 
under actual figures. 


1918-27 annual ratios of the item to sales show no definable, 
long-run trend (see Chart III) that could be used in estimat- 
ing the 1928 value. Changes in managerial expansion policies 
or in policies of leasing, purchasing or evaluating real estate 
equities are likely to produce erratic relationships of real estate 
and buildings to sales. From 1925-27, however, there is some 
indication of a regular relationship—in 1926 and 1927 there is 
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a steady increase. A straight line trend was fitted to the data 
for this period and the projection of this trend was used as an 
estimate of the 1928 ratio of real estate and buildings to sales. 
The estimated or projected ratio was applied to estimated 1928 


CHART III 


RATIO OF REAL ESTATE AND BUILDINGS TO SALES FOR F. W. WooLworTH 
COMPANY FROM 1918 TO 1927 (SHOWING STRAIGHT-LINE TREND 
FitteED TO Data FOR Last THREE YEARS OF PERIOD AND 
PROJECTED FORWARD TO 1928) 
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sales and the resulting product used as the estimate of Decem- 
ber 31, 1928, investment in real estate and buildings. This 
estimate was but 9.1 per cent and 3 per cent in error (see 
Table II). 

The estimate of 1928 securities and mortgages owned by 
the company could not be made by using the data in the bal- 
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ance sheets for the period 1918-27. Very sharp changes in the 
ratios to sales gave no discernible trends. This item was there- 
fore estimated by deducting all other assets, as estimated, from 


CHART IV 


Ratio OF WORKING CAPITAL TO SALES FoR F. W. WooLwortH CoMPANY 
FROM 1918 TO 1927 (SHOWING ESTIMATE OF THIS RATIO IN 1928) 
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the estimated total of assets. The figure was but 1.9 to 0.2 per 
cent in error* (see Table II). 

Estimates of current assets—Inspection of the graph on 
which the ratios of working capital (total current assets) to 
sales are plotted reveals wide fluctuations (see Chart IV). Al- 

* The chart of ratios of securities and mortgages to sales is omitted. A slow 
down-trend occurs from 1918 through 1925 and then a very great, sharp up-trend 


for 1926 and 1927. The recent trend reflects too great a change in too short a pe- 
riod to be useful as the basis of an estimate. 
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though the data show no definite trend, the fluctuations are 
somewhat regular, the ratios remaining on a high level for a 
period, dropping to a low level for a period, then rising again 
to approximately the previous high level. From 1918 to and 
including 1925, the ratio remained on the high level one year 
at a time. From 1919 to 1921 (two years) and from 1922 to 
1926 (four years) the ratio was declining and recovering. The 
ratio seems to remain high from one-fourth to one-half as long 
as it declines and recovers. In 1927 the ratio had been at its 
high level one year. It may well be that this regularity of fluc- 
tuation is not accidental. Assuming this is true, and that it will 
continue, the ratio in 1928 is estimated to be the same as that 
for 1927, thus giving us two years (one-half the preceding 
period of decline and recovery in the ratio) of high ratios of 
working capital to sales. The estimated total current assets 
for 1928 were derived by multiplying estimated sales by our 
estimated ratio of current assets to sales. The product is 4.8 
to 1.7 per cent in error (see Table II). 

Attempts to check our estimate of total current assets by 
projecting trends in the ratios to sales of cash, accounts receiv- 
able, and advances proved full of errors. Erratic fluctuations 
gave no clue to even recent trends in cash, receivables, or ad- 
vances. Two lines of trend were fitted to the ratios of inventory 
to sales: a second degree and a third degree parabola. Both 
curves fitted the data quite well over the long-run period but 
both, when projected, gave estimated 1928 ratios to sales that 
failed to take adequate account of sharp fluctuations upward in 
1926 and then downward in 1927. Future direction of the ratio 
thus remained obscure.’ In view of the wide fluctuations in the 
ratios over the entire period, it seems probable that the amount 
of capital applied to current assets is determined more by man- 
agerial policy than by actual requirements. 

Therefore, our original estimates of cash, receivables, and 
advances and inventory were made by applying the ratio of 
each item to total current assets as of December 31, 1927, to 
the original estimate of total current assets for 1928. These 


* Charts showing ratios’ curves for current asset items are omitted. 
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estimates gave errors of 2.1 and 0.5 per cent for inventory; 32.7 
and 3.5 per cent for cash; 38.8 and 0.4 per cent for receivables, 
and 48.2 and 1.0 per cent for advances, etc.’” 

We have noted that it was difficult to fit satisfactory lines 
of trend to the ratios of the individual current asset items to 
sales. On the supposition that some regular relationship might 
be found between the ratios of the total of the more liquid cur- 
rent assets (cash receivables, advances) to sales, these ratios 
were computed and plotted. They showed no trend over the 
entire period, although during the period from 1923 to 1927 the 
trend was generally upward. A straight line was fitted to this 
data and projected forward to 1928, but the result was as un- 
satisfactory as that of the first estimate. 

In an effort to find some other method of measuring the 
working capital requirements, a 100 per cent statement was 
made showing the ratio of each individual capital item to total 
capital for each year of the ten-year period, 1918-27, inclusive. 
Again the current asset ratios showed no definite trend. An 
average of the ratios to total assets of the totals of cash, re- 
ceivables, and advances for each year during the period from 
1923 to 1927 was taken. These ratios were reasonably steady 
from 1923 to 1927, ranging from 11.4 per cent to 16.5 per cent 
of total assets with no definite trend. When multiplied by the 
estimate of capital for 1928 this value was found to be very 
close to the actual total of these items in 1928. To obtain the 
estimate of the individual items the ratio of each to the group 
total was computed for each of the five years beginning with 
1923. An arithmetic average of these ratios was taken for each 
asset and the result multiplied by the estimated total of the 
three. The estimates of the individual items for 1928 obtained 
by this method were more accurate for cash and receivables 
than those obtained by the first method, the errors decreasing 
from 32.7 and 3.5 to 17.4 and 1.8 per cent and from 38.8 and 
0.4 to 10.0 and o.1 per cent, respectively. The errors of the 
estimate for advances increased from 48.2 and 1.0 to 57.7 and 


*” Errors of absolute amounts show up large when the items are small in 
amount, but decrease when expressed in percentages of total assets. 
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1.6 per cent. The increase in the error for advances is much 
less than the decreases for cash and receivables, however. 

Since the first estimate of total working capital was re- 
tained, and since the revised estimate of the total of the more 
liquid assets decreased, it was necessary to adjust the figure 
for inventory, the remaining current item. The total of the 
other current assets (revised estimate) was deducted from 
total working capital (original estimate) to obtain the revised 
estimate of 1928 inventory. This estimate erred by 5.0 and 1.0 
per cent—double the error of the original estimate but hardly 
significant for the purposes. In any event, the revised estimate 
reduced the net errors appreciably. 

Estimating other assets —Two lines of trend, a straight line 
and a second degree parabola, were fitted to the ratios of de- 
ferred charges to sales (see Chart V), and projected forward 
to 1928. The straight-line trend was chosen as the best esti- 
mate, since it corresponds more closely to the trend in the data 
during the last three years of the period. The estimated ratio 
to estimated 1928 sales for deferred charges gave a value for 
this item which proved to be but 6.6 and 1.1 per cent in error. 
The securities and mortgages estimate was 1.9 to 0.2 per cent in 
error. 

The ratios of securities owned and mortgages receivable, 
the only remaining asset item, to sales, showed no trend." The 
values of all other asset items were therefore totaled and de- 
ducted from the estimate for total assets to obtain the 1928 esti- 
mate for this item. 

Estimating fixed liabilities —In estimating the values for 
items on the liability side of the balance sheet, no ratios to sales 
were used. The total of these items, of course, is the same as 
that for total assets, and the 1928 estimate made for the latter 
was used. It is not reasonable, however, to assume that the 
various classes and items of debt and net worth will vary with 
sales. Financing policy has to count on the limits of pre-exist- 
ing capitalization; on conditions and requirements of the cap- 
ital market; on maintaining proper relationships between net 
” See page 9. 
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worth and debt; on net profits after dividends which do not al- 
ways or necessarily depend directly or largely on sales volumes. 
The trend in the dollar totals of mortgages payable (the 
sole funded debt of the Company) is generally upward. A 
CHART V 
RATIO OF DEFERRED CHARGES TO SALES FOR F. W. WooL_worTH 
COMPANY FROM 1918 TO 1927 (SHOWING STRAIGHT-LINE TREND 


AND SECOND DEGREE PARABOLA FITTED TO THE DATA 
AND PROJECTED FORWARD TO 1928) 
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straight line was fitted to the data and projected forward one 
year. This line, however, showed a wide deviation from the 
trend of the last four years (1924-27, inclusive) of the period. 
The projection, consequently, seemed out of line. A straight 
line was then fitted to the data for the last four years of the 
period and projected forward to 1928. This line fitted the data 
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very closely, and the projected figure was used as an estimate of 
this item for 1928. The estimate proved in error by only 1.7 and 
O.1I per cent. 

Current liabilities fluctuated widely during the ten-year 
period and:showed no trend. Their value for 1928 was esti- 
mated by totaling the estimates of other liabilities and net 
worth and deducting this total from the estimate of total liabil- 
ities and net worth. The “Reserve for Employees’ Benefit 
Fund” had remained constant during the ten-year period and 
this value was used on the original estimated balance sheet for 
December 31, 1928. 

The error in our original estimate of current liabilities was 
77.6 and 1.6 per cent. This was reduced as will be later ex- 
plained. 

Estimating net worth.—The annual total of net worth (less 
good-will and treasury stock ), when plotted on a semi-logarithmic 
chart, showed a very regular upward trend. A straight line was 
fitted to these data and projected ahead to December 31, 1928. 
This projected figure was used as our original estimate of 1928 
total net worth. This estimate was in error by 1.7 per cent. 

Dividend records were then considered. According to the 
Moody and Poor security manuals, Woolworth paid a stock 
dividend in 1920 and another in 1926. Assuming that, conse- 
quently, no stock dividend would be paid in 1928, the value of 
capital stock in 1928 was estimated to be the same as that in 1927. 
This figure was then subtracted from the estimate of net worth 
to obtain the estimated value of surplus on December 31, 1928. 
The estimate of capital stock was absolutely accurate. The 
original estimate of surplus, described in this paragraph, was in 
error by 5.1 and 1.6 per cent. 

The balance sheet surplus (original estimate) proved to be 
$2,527,028 too low. Since the current liabilities were estimated 
by deducting from estimated total liabilities and net worth the 
total of estimated fixed liabilities and net worth, the error in 
surplus resulted in overstating current liabilities by the same 
amount. This reduced the working capital ratio in addition to 
understating earning power. The error was much greater in 
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current liabilities than in surplus due to the differences in the 
size of the two figures. Before discussing the revision of the 
original estimates of balance sheet surplus and current liabil- 
ities, let us consider our original estimates of operating costs, 
other income, net profits, and dividends. 

Estimating costs and profits—Our estimated 1928 sales 
gave us the first item on the estimated statement of income and 
expense. It was assured that the remaining values on this state- 
ment would tend to vary with sales. Therefore estimates were 
based on the ratios of each item to sales over the period 1918-27, 
inclusive. 

A straight line fitted to the plotted ratios of operating ex- 
penses and taxes to sales shows a slight downward trend over 
the period. The data for the last seven years of the period, how- 
ever, show a slight upward trend. A straight line was therefore 
fitted to the data for the last seven years of the period. This line 
fitted the recent data very closely and its projection into 1928 
was used as an estimate of the ratio of operating expenses and 
taxes to sales in 1928. The value obtained by multiplying this ra- 
tio by estimated sales was subtracted from estimated sales to 
obtain the estimated operating profit for 1928. The estimates of 
expenses and operating profits were used in both estimated state- 
ments. The first item was in error by but 0.5 per cent. The sec- 
ond was in error by 8.4 per cent and 0.6 per cent. 

Since the ratios of other items to sales showed no definite 
trend, it was necessary to estimate them by other methods. The 
balance of net profit carried to surplus was computed by sub- 
tracting the surplus shown on the balance sheet in 1927 from 
that originally estimated for 1928. Moody’s manual for 1927 
indicated that cash dividends were being paid at the rate of 
$1.25 quarterly on $25.00 par shares of common stock. It was 
assumed that this payment would continue. The total of cash 
dividends was computed for the stock estimated to be outstand- 
ing on December 31, 1928. These two figures (balance to sur- 
plus and dividends) together gave the original figure for the 
estimated balance of profit available for dividends. The original 
figure for estimated operating profit was then subtracted from 

















88 THE JOURNAL OF BUSINESS 


the estimated balance available for dividends to obtain the esti- 
mated amount of “Other Income” (original estimate). 

The estimate of balance of profit carried to surplus was in 
error, as previously shown. The estimate of dividends was abso- 
lutely accurate. The error in the first item and the errors in the 
original sales, expense, and operating profit items produced 
errors in the original other income item of 35.6 and 1.5 per 
cent. The original estimate of the balance of profit for divi- 
dends was in error by 7.0 and 1.0 per cent. 

Revision of profit and current debt items.—It will be re- 
called that the absolute error of approximately $2,500,000 in 
the original estimate of current liabilities was offset by an equal 
error in the original estimate of balance sheet surplus, the per- 
centage error of the former being much greater than that of 
the latter. It was necessary to obtain the figure for current 
liabilities by deducting all other originally estimated debt and 
net worth items from the total of the original estimate of net 
worth and debt because of the difficulty of fitting a line of trend 
to the current liabilities. The ratio of current liabilities to total 
capitalization likewise showed no usable trend. To improve 
the original estimate of current debt, then, it is necessary to 
revise the original estimate of balance sheet surplus. Of course 
the error in this surplus figure was reflected in the statement 
of income and expense, since parts of that statement had been 
derived from the original estimate of balance sheet surplus. 
Any improvement in estimated balance sheet figure of surplus, 
therefore, would also probably tend to improve the accuracy 
of the estimated statement of income and expense. 

The original estimate of balance sheet surplus had been made 
by deducting estimated outstanding common stock from the orig- 
inal estimate of total net worth. It seemed unlikely that a useful 
line of trend could be fitted to balance sheet surplus, because the 
elimination of good-will and treasury stock had wiped out the 
surplus in the earlier years. An attempt was made to improve 
the estimate of total net worth by projecting, through the year 
1928, a second degree parabola fitted to the data (the first esti- 
mate was a projection of the straight-line trend fitted to the loga- 
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rithms of the data). The result, however, was less successful than 
the first estimate, and was discarded. 

It was decided, then, to attempt to revise the balance sheet 
surplus estimate by revising the estimate of other income on the 
statement of income and expense. It had already been found im- 
possible to fit lines of trend to any of the items except sales and 
the ratio of operating expenses to sales, for the whole or any part 
of the ten-year period. The original estimate of other income 
showed the greatest error in absolute amount as well as in per- 
centage value. The period during which this item had appeared 
(from 1925 to 1927) was too short to make the trend apparent. 
The ratio of this item to sales in 1927 was therefore adopted as 
the estimate of the ratio in 1928. The new, estimated absolute 
value (the product of this ratio and the original 1928 sales esti- 
mate) was subtracted from the original estimate of operating 
profit to obtain the revised estimate of net profits available for 
dividends, and from this figure was deducted the original esti- 
mate of dividends paid on common stock, the remainder being 
the revised estimate of the balance of net profit to surplus. 

Since the estimates by this method proved to be more suc- 
cessful than those originally made,’’ the revised figure for bal- 
ance to surplus was added to the balance sheet surplus for 1927 
to obtain the revised estimate of balance sheet surplus for 1928. 
The total of this figure and that for common stock formed the 
new estimate for total net worth. This net worth item, the origi- 
nal estimates of fixed liabilities and reserve for employees benefit 
fund were deducted from the original estimate of total liabilities 
and net worth to obtain the new estimate of current liabilities.’® 

* The errors of the other income item were reduced from 35.6 to 5.5 per cent 
and from 1.5 to 0.2 per cent. The balance for dividends item as revised showed a 
reduction in error from 7.0 to 3.5 per cent and from 1.0 to 0.3 per cent. The bal- 
ance to surplus item errors were reduced from 15.8 to 9.8 per cent and from 0.9 to 
0.4 per cent. 

™ The revised estimate of current liabilities show errors reduced from 77.0 
to 35.0 per cent and from 1.6 to o.8 per cent. The errors in balance sheet 
surplus were reduced by revision from 5.1 to 2.5 per cent and from 1.6 to 0.8 per 


cent. Thus, the errors in the net worth estimate were reduced from 1.7 to 0.8 per 
cent. 
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IV. FINANCIAL PROGRESS SHOWN BY ESTIMATED STATEMENTS 
The “key” ratios given in Table III will serve to indicate the 
significance of our two estimates of the financial progress of the 
Woolworth Company in 1928. 
The list of ratios is not complete but is sufficiently represen- 
tative for our present purpose. The original estimate appears 
much more conservative as a rule. The working capital ratios 


TABLE III 











s037 Original Final Actual 
| Estimate | Estimate 1928 
aes 
Percentage 1928 1928 Percentage 


Percentage| Percentage 





I. Working capital 
1. Ratio of current assets to current 


liabilities 1540 960 2620 1620 
2. Ratio of current assets less inventory 
to current liabilities........ 660 410 1010 630 
3. Ratio of cash to current liabilities. . 590 370 890 490 
4. Ratio of sales to inventory*. . goo 890 840 870 
II. Fixed capital 
1. Ratio of sales to real estate, etc... . 650 630 630 560 
III. Capitalization 
1. Ratio of net worth to debt ; 3080 4000 4100 4130 


IV. Earning Power 
1. Ratio of operating profit to operat- 








ing assets. : 20 19 20 17 

(a) Ratio of operating profit to sales 9 8 8 8 

(b) Ratio of sales to total assets. . .| 200 190 190 Igo 
2. Ratio of other income to mortgages 

and securities 6 : 5 5 
3. Ratio of net profit to net worth... 12 9 II II 











* Cost of goods item not reported. The turnover is thus overstated. 


are all considerably understated, except the turnover of inven- 
tory, but the overstatement here is less than the understatement 
derived from the final estimates. Understatements of net worth 
to debt and of the significant profit ratios derived from the origi- 
nal estimates. 

The revised estimates appear to err as much or more in the 
direction of optimism as the original ones in the direction of con- 
servatism. The two provide a useful range within which actual 
figures may be expected to fall. 

Evidently the projection of trends method tends to underes- 
timate the future financial progress of a rather rapidly growing 
concern. The device of the 100 per cent statement and/or esti- 
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mating by more or less ingenious manipulation of recent trends 
tends to overestimate financial progress. 


V. CONCLUSIONS 


1. The analysis of comparative balance sheets and state- 
ments of income and expense should be more generally applied 
to estimated future financial statements. The story of the proba- 
ble future financial status of going concerns is of direct interest 
to bankers and investors. 

2. It is feasible to develop estimated financial statements: 
(a) by the use of statistical methods in projecting past trends re- 
vealed by financial reports; (4) by experimental manipulation 
of the data of past reports using such devices as the roo per cent 
balance sheet. The method used must be adapted to the charac- 
ter of the available data but need not be excessively complicated 
to produce useful results. 

3. Estimates of future financial statements must be made in 
terms of forecasts of general business conditions, of conditions 
within the industry, of the policies and plans pertaining to the 
given business unit. 

4. It is helpful to make two or more estimates by using differ- 
ent methods. Thus estimates with both conservative and optimis- 
tic characteristics may be used to define ranges of expectation. 
This reduces the risk of reliance upon either and of confiding in 
but one set of figures which possess all the possible errors of any 
estimate. 

5. The period covered by the estimates will vary with the 
purposes of the estimator and with quantity and quality of the 
data. 

6. Further experiments of the sort are desirable before meth- 
odology can be organized. More complicated cases, longer pe- 
riods of time should be made the subjects of similar studies. 


LouIsE ForsyTH 








INVENTORY AND STOCK TURNOVER IN 
GERMAN INDUSTRY’ 

ECENT editions of American financial magazines have 
published reports about the gigantic merger of two of 
the largest and most influential German commercial 

banks, the Deutsche Bank and the Diskontogesellschaft, which 
form the first billion-dollar bank on the Continent. The results 
of a scientific inquiry of the Deutsche Bank into the industrial 
situation of Germany may, therefore, command the fullest atten- 
tion of all students of economics and business conditions in Eu- 
rope. Such a study deserves our consideration all the more, be- 
cause the rapid progress and the reconstruction of German 
industry have startled the world since those sad November days 
of the year 1924, when the German currency regained its former 
international position only through the miracle of the so-called 
Rentenmark. Close observers of the German reconstruction pe- 
riod have frequently stated that the relative weakness of the in- 
dustrial recovery of that country lies in the unusually large in- 
active investments in heavy stocks of merchandise. As a matter 
of fact, the study of marketing, of the ratio of sales to stock, and 
of the merchandise turnover is a rather recent development in 
Germany. 

It is to the great credit of that leading German financial insti- 
tution, the Deutsche Bank, and its director of research, Dr. Mel- 
chior Palyi, that they have been responsible for and actively en- 
gaged in the first large-scale investigation into the problem of 
merchandise and stock turnover. The Economic Information 
Service (Wirtschaftliche Mitteilungen) of this firm published in 
the issue of June, 1929, a long article by Dr. Palyi which con- 
tains the results of that valuable inquiry. 

Dr. Palyi indicates in the first three paragraphs of his article 
what statistical methods of selection and analysis he used for his 

* Translation and abstract of this article from the German of the original was 


prepared by Mr. Heinrich F. A. Rocholl, graduate student in the School of Com- 
merce and Administration at the University of Chicago. 


92 








INVENTORY AND TURNOVER IN GERMAN INDUSTRY 93 


investigation. This inquiry had to compete with and, if possible, 
to excel a similar study of the official Institute for Research on 
Business Cycles (Institut fuer Konjunkturforschung), which is 
under the control of the Reich. This institute studies the fluctua- 
tions in business conditions in behalf of the administration in 
Berlin and makes from time to time more or less conservative 
predictions about the future trend of business. The Deutsche 
Bank has used the method known in the social sciences as the 
selective or representative technique. The organization of the 
German banking system does not limit, unlike the American 
practice, the banking business to local or state banks but allows 
branch banking all over the country; this system was, as a matter 
of fact, very favorable for such a private inquiry. Through its 
very numerous branches in nearly every German city the Board 
of Directors and the research staff have an intimate and daily 
contact with many thousands of customers. The group of cus- 
tomers represented by the depositors, stockholders, and business 
friends of such an old banking group as the Deutsche Bank and 
its affiliations may well be considered as being representative of 
German industry as a whole. From twelve hundred records and 
charts supplied by the firms requested to do so, eight hundred 
typical and representative cases were carefully selected to furnish 
the desired statistical material. It is also worth our attention to 
note that these eight hundred firms control more than twenty- 
four hundred individual production plants and factories. 

The Deutsche Bank was, of course, not satisfied merely with 
reliable figures about the merchandise stock per se and the finan- 
cial investments represented by them. The firm wanted also to 
have clear-cut ratios between stocks on hand, sales per year, and 
the rate of turnover. The ratio used was the relation of yearly 
sales to merchandise stock, that is, yearly sales divided by value 
of inventory. Dr. Palyi takes the year 1925 as the starting-point, 
represented by 100, since this year was the first normal business 
year after the introduction of the new German currency in 1924. 

The results of the inquiry show a close relationship between 
the business cycle, on the one hand, and the sales-to-stock ratio 
and the merchandise turnover, on the other hand. The following 
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tables show clearly the trend of the German development. Table 
II differs from Table I in the greater exactness that results from 
the better classification of the industrial groups after their cap- 
italization. 

On the basis of the two tables Dr. Palyi states the following 
law: With a favorable business trend, the stock increases, the 
sales increase still more, and the merchandise turnover is high. 











TABLE I 
| 1925 | 1926 | 1927 | 1928 
Index of the development of stock. . .. 100 92 113 112 
Index of the relation of stock to sales...}| | 100 107 102 07 





TABLE II 








l _ l l 
I } II Ill | IV 
|BeLtow 1 Mitt. RMj1-5 Mitt. RM Own) 5-10 Mit. RM Own| AzoveE 10 Mit. RM 

















| Own CaPIraL 40% | Capital 38% OF | CAPITAL 7% OF Own CapIiTat 6% 
YE | OF THE Firms | THE Firms | THE FirMs | OF THE Firms 
EAR | | | 
| | | | | 
le | Stock to | Stock to | | Stock to] ¢ Stock to 
| Stock a | Stock - - Stock - 
Stock | Sales ‘i tock Sales | Stock Sales tock Sales 
ee a See — —— Sa 
3906.....:--] 300 | 360 100 | 100 | 100 100 100 100 
e008... .. 98 115 07 116 05 119 98 III 
1927.. ‘ 114 119 119 116 | 99 105 IOI Io! 
1928........| 115 | 127 | 89 | 128 106 99 103 106 
| | 








In a business decline the sales decrease, although the stock re- 
mains relatively stable, and the merchandise turnover is there- 
fore exceedingly low. “The stock lags always, so to speak, behind 
the sales, so that the turnover increases in a favorable business 
trend, and decreases in the decline.” 

The Deutsche Bank attempts also to analyze the investments 
in merchandise stock at hand in the different industries, and finds 
that only the machine industry and the electrotechnic-optical in- 
dustries could sustain their favorable turnover ratios throughout 
the years. The wholesale trade and the department stores also 
show a good turnover figure (see Table III). 

The reasons for the slow merchandise turnover of so many 
German industries are to be found, according to Dr. Palyi, (1) in 
the unfavorable transportation conditions, which were so differ- 
ent from the American situation after the reorganization of the 
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railway system through the Interstate Commerce Commission; 
(2) in the rapidly changing fashions and demands of the public; 
(3) in some peculiar technical conditions of German industry 
after the reconstruction period, which we have not space to ex- 
plain here. 






















































































TABLE III 
| 1925 | 1926 | 1927 1928 
Group | | l 
(INDUSTRY AND TRADE) | Stock | Stock Stock Stock 
| Stock | to Stock | to Stock | to Stock | to 
| Sales | Sales Sales Sales 
ee set cers ‘iets 
Mineral industries . * 100 | 100 | 104 | 122 | 109 99 | 116 } 104 
Ison and ateel................| 360 | 200 96 | 119 | 105 99 | 100 04 
Metal industry. . ae 100 | 100 97 | 106 | 115 94 | 118 98 
Machine industry......... ..| 100 | 100 | 88] 117 | 105 | 100 | 101 | 102 
Electrotechnic-optics....... ..| 100 | 100 77 95 86 | or g2 86 
Chemistry. ......... Hh ..| 100 | 100} 98} 104] 124] 97 | 125 95 
Textiles. . . Lececceceecesee| 100] 100] 86] 105 | x17 | 107 | 117 | 110 
Men and ladies’ wear ..| 100 | 100 82 | 100 | 108 | 105 | 112 | 116 
Leather................s++2s-]| 160 | 100 | o2 | Ezz | 124 | 267 | 107 | 110 
Lumber. . . ay eee | 100 | 100 | 104 | 103 | 132 98 | 126 99 
Paper. . ; ; : 100 | 100 | 104 | I19 | 108 98 | 108 98 
Food and luxuries veeeeees| 100 | 100 | 93 | 104 | 113 | Ix | 11r | 121 
TABLE IV 
—- ==> 
| } RETAIL 
| WHOLESALE (INcLUsIVE oF DEPART- DEPARTMENT STORES 
| MENT STORES) 
YEAR a = 
| Siincds | Steck to | Stock | Steck to Stock Steck te 
= ‘ —— Peo 
1925.. | 100 | 100 =| 100 | 100 100 | 100 
1926 99 | 98 88 84 96 | 104 
1927 ; 111 | 99 | 104 | 101 12 92 
1928... 112 89 108 106 118 | 88 








The final conclusions in Dr. Palyi’s article are of a very revo- 
lutionary character. An intimate knowledge of the material 
gained from the inquiry enabled the Deutsche Bank expert to 
make the following statement, which is of tremendous impor- 
tance for an understanding of the German industrial situation: 
By means of a very conservative and careful estimation it can be 
proved that the eight hundred firms considered in the bank’s in- 
quiry held, at the beginning of the year 1929, a surplus merchan- 
dise stock of not less than twenty-five to thirty million dollars. 
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These firms represent, in the opinion of Dr. Palyi, less than 10 
per cent of German industry as a whole. Therefore, he estimates, 
that probably more than three hundred and fifty million dollars 
are invested in surplus and inactive and dead merchandise stocks 
(about one and a half billions of Reichsmarks). Dr. Palyi ex- 
presses the hope that the many German trade associations will 
co-operate more actively than before, in order to help their mem- 
bers to a better turnover of their heavy merchandise stocks. 

The inquiry of the Deutsche Bank is of considerable interest 
for the reason that such investigations have seldom been made on 
such a large scale. Furthermore, Dr. Palyi’s article gives us an 
excellent account of the latest development in that great indus- 
trial country, which, despite all heavy reparation payments, 
strives for economic independence and a fair share of interna- 
tional trade. 
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BOOK REVIEWS 


The Financing of Business Enterprises. By AVARD LONGLEY 
BisHop. New York: Harper & Bros., 1929. Pp. viii+-616. 

Few would deny that the author of this volume has undertaken an 
ambitious task. His aim, as stated in the Preface, is to present in a con- 
venient and usable form, “. . . . the essential theories, facts, and 
procedure in the financing and operation of business enterprises, rang- 
ing in organization from the proprietorship, at one extreme, to the so- 
called super-trust . . . . at the other.” 

The book opens with a general discussion of types of business or- 
ganization. Next, the problems of promotion, incorporation, and in- 
ternal management for the corporate form of enterprise are treated at 
length. The author then undertakes to consider the financing of busi- 
ness enterprises. He discusses capitalization and the various types of 
securities which enter into the financial structure. This contractual as- 
pect of financing receives rather extensive treatment. In his discussion 
of the disposition of securities and the machinery available to accom- 
plish this purpose, such topics as underwriting, the work of organized 
exchanges, and the protection of the investor against unwise commit- 
ments are considered. For the most part, the point of view seems to be 
that of the buyer rather than the seller of securities. Two brief chapters 
are devoted to short-term financing; and the same amount of space to 
the accounting, economic, and legal problems involved in the determi- 
nation and administration of net income. Business expansion and con- 
solidation are covered in a summary fashion, as are likewise the prob- 
lems of business failure, liquidation, receivership, and reorganization. 
The development of social control of business in America is then 
sketched; and the final chapter is devoted to an analysis of the prevail- 
ing attitude toward ‘Big Business.”’ 

Following the text, are questions and problems which the author 
has prepared for each of the chapters. They would seem to be of value 
in conducting a discussion of the text material and for purposes of re- 
view. An extensive bibliography of the literature of the field is also in- 
cluded. 

Because the author has set out to accomplish such a pretentious 
undertaking, his work readily exposes itself to criticism. Charges of 
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omission, underemphasis, and overemphasis will be framed in the mind 
of every critical reader. For example, in spite of the fact that the book 
purports to deal with the financing of all types of business enterprises, 
the emphasis placed upon corporate finance causes it to differ little, if 
at all, from the conventional treatises on that subject. Again, the 
lengthy and overly elementary discussion of the nature and incidents of 
such legal constructs as proprietorships, partnerships, joint stock com- 
panies, business trusts, and corporations, seems out of place in a book 
which is alleged to cover the financing of business enterprises. Al- 
though the author carefully defines and classifies security contracts, he 
fails to give more than incidental consideration to the sources and na- 
ture of funds for the procurement of which these contracts are merely 
instrumentalities. One searches in vain for an adequate treatment of 
such fundamental problems as financial analysis or financial standards. 
The treatment of short-term financing is cursory to say the least. Many 
issues are hastily discussed and others are completely ignored; for ex- 
ample, the bank acceptance and its attendant problems are not even 
mentioned. While the final chapters of the book are of general interest, 
they seem poorly knitted to the preceding sections of the work. In gen- 
eral, the organization of the material lacks coherence. 

Despite its many shortcomings, the volume does bring together a 
wealth of material and presents it in a readable form. Both the general 
reader and the student seeking orientation in the field of business 
finance could peruse the book with profit. 

RAYMOND HENGREN 

UNIVERSITY OF CHICAGO 


Stock Movement and Speculation. By F. D. Bonp. New York— 
London: D. Appleton & Co., 1929. Pp. vii+195. 

The keynote of this treatise on speculation in securities is that 
“The man able to win consistently in the stock market by his personal 
activities and not merely as a passive member of a syndicate is general- 
ly built on lines far different from those of the ordinary run of human- 
ity.”’ With this notion constantly in mind, the author presents the out- 
standing factors that “alternately enhance and depress stock prices,” 
aiming to help those interested in speculating in securities to help them- 
selves. 

Some of the choice generalizations presented in the book that will 
be of great interest to persons who have been or intend to do buying 
and selling of listed securities are: 
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. the public do not make the trend of the market. They follow it. 

. .. . The steadying influence attributed to short covering in a bear 
market appears to be exaggerated, though undoubtedly effective to some ex- 
tent. 

. . . . The phrase used by the late J. P. Morgan in reference to the bear 
market of 1903, that it represented the sale of “undigested securities” is true 
in the main of all bear markets, however this fact may be masked by special 
circumstances. 

. . . . The technical superiority of the bear position to that of the bull 
is due to more readily interpretable market situations. 

. .. . by “pyramiding” their loans on stock collateral, the banks bring 
about the very prices on which they rely to expand loans. 

. . . . In 1907, a few more prominent corporations increased their 
dividends and manipulation was continued, all for the purpose of holding 
the market as strong as possible, but meanwhile there was a quiet but per- 
sistent and tremendous unloading of stocks by pools, inside interests and 
market operators. ... . 

. . . . The public idea, which, strangely enough, coincides with a sort 
of pseudo-academic idea, that stocks are safest to buy when no pool or coter- 
ie handles their rise, is a singular inversion of the truth. ... . 

Arar er A method of trading “so often recommended and usually so dis- 
astrous” is to “buy a good stock and ‘sit on it.’ ” 

. . . . At times when markets are neither decidedly bull nor bear, “the 
outsider courts disaster who has anything to do with market.” 

. . . . The ordinary trader, the present writer believes, should confine 
himself strictly to one active stock or two stocks at most. 

. Most men are susceptible, more than anything else, to the blare 
of the customer’s room—keep out of it! 

. the speculator’s interest in the movement of the market as a 
whole is chiefly to enable him to judge whether general conditions are pro- 
pitious for pool activity. 

. . the character of the market is speculative, intensely speculative; 
and the dominant speculation is directed speculation. 

One gets the impression that the stock prices are controlled to a 
considerable extent, and that one who is not willing to spend a great 
deal of time watching the “market action” of securities should not at- 
tempt to speculate, unless he wants to do so merely for the “fun of it.” 

It is a book that will repay reading, particularly to those who still 
feel it is “easy” to make money by operating on the stock market. 


S. H. NERLOVE 


UNIVERSITY OF CHICAGO 
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Trade Associations: The Legal Aspects. By BENJAMIN S. 
Kirscu. New York: Central Book Co., 1928. Pp. 255. 

This book consists of eleven chapters in each of which (save one) 
is discussed some important and common activity of trade associations, 
together with certain rules of common and statutory law which either 
adversely or favorably affect such activities. The first chapter presents 
an illuminating discussion of the general problems of association law 
along with a description of the changes which the attitude of the courts 
have undergone with respect to the activities of trade associations. Six 
of the eleven chapters are revisions of articles published during the 
years 1927-28 in journals of law and accountancy, three of them in col- 
laboration with David L. Podell of the New York Bar. As might be ex- 
pected from this sort of anthology, the book lacks some continuity of 
treatment; but what it lacks in this regard is made up in consistency of 
outlook, relevancy of material selected for discussion, and scholarly 
treatment. 

One of the valuable contributions of the book is the first chapter, 
which sets forth clearly the story of the change in the attitude of the 
courts toward associations and their collective activities. The problem 
of association law, it is pointed out, is coming to be recognized, not as a 
problem of curbing association activity, but as one of co-ordinating 
legal, economic and business thought for the purpose of facilitating the 
organization of co-operative effort and the relief of certain maladjust- 
ments from within industry. This change of attitude is a recognition of 
the growing tendency of industry and business to regulate themselves; 
and it is evidenced by the fact that the courts are looking with sym- 
pathetic eye for the economic benefits of associations; and so far as 
such economic benefits are found, co-operative effort is not interfered 
with. That is, the courts are coming to the view that combination and 
co-ordination of effort are not necessarily harmful to the economic in- 
terests of the public; and that it should be the object of the law to help 
make business activity socially efficient and effective and to enable so- 
ciety to take advantage of the economies of large scale production and 
the application of scientific knowledge to production. One important 
result of this change of attitude is the increased reliance of the courts 
upon the work of fact-finding agencies. Such reliance increases the 
probability that the law will become adjusted to the practical needs of 
business and social life. The story of this development is well told and 
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well illustrated in the opening chapter. It is further illustrated by the 
discussion of “trade relations” in chapter x. 

Discussions of labor unions and of agricultural associations are 
purposely omitted as involving other considerations than those involved 
in the activities of “federated business entrepreneurs.” The reader is 
warned, too, “that he should not expect a description of flora and fauna 
in some regions in which the author can perceive solely the shadowy 
coastal outlines.” But the mapping of frontiers and coastal outlines is 
valuable and useful work and Mr. Kirsch has done a good job of it. 
The usefulness of the book as a work of reference would have been 
greater had the printer seen fit to indicate chapter heads by appropriate 
right-hand running heads. It is rather in the nature of a private nui- 
sance to be compelled to use Index or Table of Contents in order to dis- 
cover the location of matters which such heads would make more easily 
available. 

Jay F. Curist 


UNIVERSITY OF CHICAGO 


Investment Banking. By H. PARKER WILLIs and J. I. BoGEN. 
New York: Harper & Bros., 1929. Pp. xii+- 529. 

For a pioneering textbook in a virgin field, this book is an extraor- 
dinary achievement. It is exceptionally well organized, is comprehen- 
sive as to the machinery of investment banking, and thoroughly read- 
able. It has its limitations (of which more later), but the book will be 
of great value in rounding out the present collegiate banking curricula. 
Moreover, that part which treats of the principles underlying modern 
investment banking should prove decidedly worth while for practical 
security operators and the banking profession in general. 

Investment Banking is presented in three parts, the first covering 
investment banking institutions, the second the theory of the subject, 
and the third, investment banking practice. Although the book will be 
regarded as well balanced in its general treatment, obvious effort was 
made to give full chapter discussion to certain matters of recently at- 
tained importance. Thus we find “Investing Institutions” as one chap- 
ter head, with special emphasis on investment trusts; another, “Mort- 
gage Banking”; an analytical chapter on “Stocks vs. Bonds’’; one on 
“Control of Investment Credit and Security Speculation”; and “In- 
vestment Management.” 

If the division on principles, as suggested above, will be of special 
value to the initiated of the banking profession, Parts I and III will 
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induct the uninitiated into the mysteries of the investment banking 
set-up and explain for them in considerable detail just how the machin- 
ery works. 

The artisans of finance who make up the Wall and LaSalle streets 
have been so much impressed by the expansion, development, consoli- 
dation and other forms of change in their field of late that many may 
question if the time is really ripe for a codification of principles and 
for a fixed record of the investment banking “picture.’’ Professors 
Willis and Bogen assure us, however, that although “the form and 
types of investment banking are now passing through a transition 
phase’”—“the general theory and practice (and functional organiza- 
tion) of investment as a process are becoming increasingly weil recog- 
nized and are not likely to change under a capitalistic system which is 
already full-fledged and likely in the early future to be subject only to 
relatively minor modifications.” 

Some, especially teachers, will opine that the chapter “History of 
American Investment Banking” is unduly brief, and others will be dis- 
appointed by the relative shortage of illustrative material throughout 
the book. The reviewer shares this criticism, despite full knowledge 
that the inside facts of investment banking and authentic statements 
of practice are much 'ess available than is comparable information for 
almost any other field of business. Much more in the way of particu- 
lars is to be had, however, and the text value of this publication would 
have been greatly enhanced by the multiplying of illuminating mate- 
rials. 

Although the authors emphasize the transition aspects of present 
day investment banking, and repeatedly point out extensive “altera- 
tions” going on in the structure of this banking, they have, neverthe- 
less, assumed a minimum of responsibility for interpreting, evaluating 
or warning with regard to any of it. Take, for example, their discussion 
of stock market practices, speculation and manipulation. The detail 
of stock market pool operations is described with exactitude, from the 
conception of the plot to the shearing of the lambs, and described as a 
regular process of “investment banking,” but the word picture is 
drawn with such unperturbed monotone that the student would have to 
be exceedingly alert to sense the drama involved. Even then he would 
find no help in understanding its economic importance, nor aught of 
the remedies proposed for such practices. This is not the book to guide 
the citizen in his relations toward investment banking. 

Willis and Bogen have given us a fine piece of non-committal de- 
scription of the present machinery and the present practices of invest- 
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ment banking. The book will be widely used and the general technique 
of investment banking will be better understood as a result. Add to 
its other good points a serviceable index. 
HARLAND H. ALLEN 
UNIVERSITY OF CHICAGO 


Investment Principles and Practices. By R. C. Bapcer. New 
York: Prentice-Hall, Inc., 1928. Pp. 914. $6.00. 

A book on principles of investment cannot easily be a comprehen- 
sive treatise of the topic and an ideal textbook in the strict sense at the 
same time. For example: One part of a comprehensive treatise should 
deal with the different kinds of securities and another with the analysis 
of financial statements. Both topics are treated, however, very in- 
tensively in most universities in the courses in corporation finance and 
accounting which should be prerequisites for a course in investments. 

The writer is therefore faced with the alternatives of presenting 
either, in about half of his book, material which is familiar to many 
college students on entering the course on investments or of leaving out 
just that material that would make the book valuable to the general 
reader or to the student who may want to use the volume as a handbook. 
Badger therefore seems justified in choosing the first alternative as the 
apparently minor evil. 

The Introduction lacks somewhat a broad theoretical founda- 
tion. Such important problems as the influence of tax policy and of 
high or low wages on the accumulation of capital—at present probably 
the foremost economic problem in Germany—is not mentioned at all. 
This can hardly be excused by lack of space in a book of 950 pages, of 
which twenty-five pages are used only to list the different contract fea- 
tures of securities under different headings. A pioneer work in this field, 
Professor N. J. Polak’s (Rotterdam) book on Grundziige der Finan- 
zierung might have been used with great profit. But in the admirably 
comprehensive list of literature used by the author, only books in the 
English language are given, which seems scarcely justifiable in view of 
the fact that investments show a decided trend to become more and 
more international in character. 

The chapters on analysis of financial statements are very good 
although a clearer distinction between ratios measuring efficiency and 
ratios measuring solvency might be desirable; the limitations of ratios 
and their increased usefulness in comparison with standard ratios of the 
trade might perhaps have been emphasized. The chapters on public 
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utilities have been carefully written, but one wonders why with the 
extensive treatment given to street railways and gas companies no at- 
tempt is made to outline the general factors bearing on the investment 
problems of, say, the steel, oil, coal, textile, automobile, and other in- 
dustries. 

The last and—since statement analysis and forms of securities be- 
long in a textbook on investment only in a supplementary sense—most 
important part of the book deals with the so-called external factors af- 
fecting the prices of stocks and bonds. Here much conventional mate- 
rial is presented and the student is not warned enough against the 
weakness of the theories which represent the present state of analysis 
of this matter. No information at all is given on the very important 
statistical work done during the past few years to illustrate the fact 
that contrary to the conventional assumption, bull and bear markets 
have no correlation with the business cycle and that stocks, while at 
times moving down with an astonishingly high degree of parallelism, do 
not move up together except in very pronounced industrial groups. 
Such interesting problems as how far, if at all, American, Canadian, or 
European stocks move parallel with the general trend of their respective 
stock markets or move parallel with all stock in the same industries in 
the different countries, are not touched. The year 1928 showed a par- 
allel trend in the copper, rubber, electrical equipment and public utili- 
ties shares in all countries. Automobile shares however moved very 
differently; since the international economic relations are becoming 
closer every day this new field seems to deserve investigation. 

The foregoing criticisms and suggestions for improvement must 
not be taken to indicate that the book is, in the reviewer’s opinion, with- 
out merit; on the contrary, he found so much merit in it that he has 
adopted it as the text for a course on the subject. 


ROBERT M. WEIDENHAMMER 
UNIVERSITY OF MINNESOTA 


Labor Relations, a Study Made in the Procter and Gamble Com- 

pany. By HERBERT FEIs. New York: Adelphi Co., 1928. 

Pp. 170. 

Instead of dogmatic generalizations too common in the field of per- 
sonnel, this study confines itself to one company and thereby is able 
to relate each personnel policy to the others and to the general aims 
and problems of a particular management. This is done with an ad- 
mirable sense of the general significance of available data, a nice bal- 
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ance between sympathy and criticism, and an absence of padding. All 
of the common personnel techniques receive attention, but chapters 
vii to x contain the most illuminating material. 

Long-standing prosperity and the desire to be fair and sympathetic 
have furnished here a fruitful soil for a number of experiments. Profit- 
sharing dates from 1887 and since 1903 has taken the now popular 
form of assisted (common) stock purchase. By an addition of 10 per 
cent to 20 per cent to ordinary wages plus the encouragement to thrift, 
one-fifth of the force has been “raised out of the propertyless prole- 
tariat.”” But only 2 per cent of the company’s stock has been thus ac- 
quired. So much for Professor Carver’s “Present Economic Revolu- 
tion”! 

Prosperity has also made possible the company’s most radical step, 
a guaranty since 1924 of employment for 48 weeks per year. The pos- 
sibilities of regularization, its healthy effect on general management, 
and the narrow limits to private initiative in dealing with unemploy- 
ment all receive light from this experience. 

The company has been consistently though not belligerently non- 
union. Its shop committee system has evoked a disappointing response. 
Where co-operation and not quiescence are desired, real worker au- 
thority and not simply liberality of reward is necessary. 

N. A. TOLLES 


UNIVERSITY OF CHICAGO 





